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SAFETY  AND  SOUNDNESS  ISSUES  RELATED  TO 
BANK  DERIVATIVES  ACTIVITIES— PART  1 


THURSDAY,  OCTOBER  28,  1993 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Rayburn  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Neal,  LaFalce, 
Kennedy,  Flake,  Bacchus  of  Florida,  Klein,  Barrett  of  Wisconsin, 
Leach,  Roukema,  McCandless,  Baker,  Nussle,  Knollenberg,  Grams, 
Huffington,  and  Castle. 

The  Chairman.  The  committee  will  please  come  to  order. 

This  hearing  this  morning  is  to  examine  the  new — erstwhile,  sup- 
posedly new — phenomenon  that  now  is  also  embraced  by  or  sweep- 
ing the  banking  industry,  the  so-called  derivative  products.  The  ag- 
gregate credit  exposure  to  the  U.S.  banks  from  derivative  holdings 
is  estimated  to  be  $100  to  $200  billion. 

Well,  that  is  a  pretty  big  spread,  and  the  reason  for  that,  which  I 
think  is  inaccurate  on  the  extreme  conservative  side,  is  that  in  our 
country,  it  is  just  harder  to  get  the  statistics.  On  the  other  hand,  I 
have  had  the  good  luck  to  have  good  European  sources,  and  accord- 
ing to  some,  Financial  Times  of  London,  for  instance,  October  20, 
says  the  national  amount  of  futures  contracts  traded  on  the  world's 
exchanges  is  $140  trillion,  and  national  outstanding  swaps  is  about 
$4.5  trillion. 

Now,  the  Bundesbank  issues  a  monthly  report,  you  know.  We  are 
having  all  this  debate  about  whether  our  central  bank  should  even 
report.  But  the  Bundesbank  does,  and  in  its  October  report  it  ex- 
presses grave  concern  about  this  activity.  It  warns  of,  quote,  explo- 
sive growth  of  off-balance  sheet  financial  derivatives. 

From  that  report,  they  estimate  that  German  banks  have  out- 
standing derivative  contracts  of  nominal  value  of  $6  trillion  DMs. 
The  report  speaks  against,  and  I  am  quoting,  netting  out  deriva- 
tives, which,  of  course,  are  the  favorite  United  States,  and  our  Brit- 
ish conferees,  processes;  typical. 

This,  as  I  understand  it,  is  an  attempt  to  reduce  exposure  of  risk. 
But  when  we  look  at  the  statistics  that  are  provided,  for  instance, 
the  tremendous  amount  the  Bundesbank  estimates  means  that 
even  if  3  percent  of  the  average  American  participant  were  that, 
just  say  3  percent,  in  terms  of  volume  of  dollars,  that  is  still  an  av- 
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erage  of  around  $45  billion,  which  exceeds  the  equity  capital  of  any 
of  those  banks. 

So  I  think  the  record  ought  to  show  that  I  have  been  concerned 
about  this  for  quite  some  years,  and  particularly  since  4  or  so  years 
ago.  I  had  a  discussion  with  the  Chairman  of  the  Federal  Reserve  4 
years  ago,  because  my  fear  is  yes,  of  course,  these  fears  expressed 
even  by  the  Bundesbank  reports,  they  should  concern  us,  and,  of 
course,  our  prime  responsibility  is  the  safety  and  soundness  of  our 
financial  institutions. 

But  more  importantly  than  that  is  the  entire,  larger  context 
against  which  the  whole  fate  of  this  country  and  its  economic  and 
financial  freedom  rests,  and  that  is  the  value  of  our  currency,  of 
our  dollar.  There  is  no  question  that  within  20  years,  the  value  of 
our  dollar  has  diminished  two-thirds  against  the  yen  and  the  DM. 

So  when  on  September  15,  16,  somewhere  around  there,  1985,  the 
Department  of  Commerce  announced  that  we  were  a  net  debtor 
nation  for  the  first  time  since  1914,  I  became  concerned.  And  I  had 
speeches — we  call  special  orders — on  the  House  floor  for  which  now 
and  then  there  has  been  some  discussion  about  the,  either  the  quix- 
otic or  the  abnormality  of  such  practices. 

But  anyway,  it  is  in  the  record;  it  is  not  what  I  am  saying  now.  I 
believe  that  our  destiny  is  very  fatefully  being  decided  even  as  we 
sit  here  this  morning. 

Now,  I  am  going  to  ask  unanimous  consent  that  the  prepared  in- 
troductory remarks  be  printed  in  the  record,  and  I  will  just  sum  up 
by  saying  that  that  is  the  reason  that  we  are  very  grateful.  I  am 
very  grateful  to  the  witnesses  who  reacted  and  responded  to  our  in- 
vitation on  quick  notice,  and  particularly  the  regulators.  We  know 
that  this  activity  today  worldwide  is  of  such  enormity  that  it  is  dif- 
ficult to  even  define  or  appraise,  and  beyond  the  national  sover- 
eignty of  any  one  given  country  to  really  control  or  regulate,  so  I 
have  a  very  sympathetic  feeling  for  those  that  are  entrusted  with 
this  heavy  responsibility  of  being  regulators  in  our  country. 

And  with  that,  I  recognize  Mr.  Leach. 

[The  prepared  statement  of  Mr,  Gonzalez  can  be  found  in  the  ap- 
pendix.] 

Mr.  Leach.  Well,  thank  you,  Mr,  Chairman,  and  let  me  first  con- 
gratulate you  on  holding  a  timely  hearing.  I  also  must  say  that  I 
personally  know  of  no  Member  of  the  U,S,  Congress  who  brings  a 
more  personal  and  a  more  historical  overview  to  legislation  than 
you  do. 

I  have  an  extraordinarily  lengthy  statement,  and  at  the  risk  of 
presumption  would  just  ask  that  it  be  put  in  the  record. 

The  Chairman.  Without  objection,  it  is  so  ordered, 

Mr.  Leach.  I  would  also  like,  if  I  could,  to  just  take  30  seconds 
for  a  few  comments.  I  would  also  like  to  ask  unanimous  consent  to 
put  in  the  record  a  series  of  questions  that  I  have  submitted  to  reg- 
ulators  

The  Chairman.  Without  objection. 

Mr.  Leach.  On  the  subject  of  derivatives  for  which  they  have 
produced  some  very  substantial  and  solid  responses,  the  minority  is 
currently  in  the  process  of  producing  a  synthesis  rep>ort  on  those 
responses,  tying  them  all  together.  I  would  like  to  ask  consent  that 
it  be  put  in  the  record  as  well. 


The  Chairman.  Without  objection. 

[The  information  referred  to  can  be  found  in  Part  3  of  this  hear- 
ing.] 

Mr.  Leach.  And  then  I  would  only  observe  that  in  the  financial 
industry,  derivatives  are  instruments  designed  in  many  ways  to 
reduce,  rather  than  enhance  risks.  On  the  other  hand,  in  coming 
from  the  Midwest,  as  Ms.  Phillips  here  does,  who  is  the  former 
Chairperson  of  the  Commodity  Futures  Trading  Commission,  it  is 
clear  that  a  very  thin  line  exists  between  hedging  and  speculating. 
No  one  knows  that  more  than  the  farmer,  and  frankly,  those  that 
operate  in  the  commodity  markets. 

So  Mr.  Ludwig,  when  you  look  for  advice  on  this  subject,  I  hope 
you  talk  with  Ms.  Phillips  who  probably  has  as  much  experience  as 
anyone  in  the  government  in  this  particular  area. 

I  would  only  conclude  with  the  following  observation  about  the 
history  of  the  last  several  decades  of  finance.  Whenever  any  prod- 
uct has  grown  extraordinarily  rapidly,  there  seems  to  be  an  ele- 
ment of  risk  that  is  higher  than  average.  On  the  one  hand  we  are 
seeing  something  happening  in  banking  and  finance  that  is  unbe- 
lievably positive.  That  is,  we  are  seeing  the  deposit  insurance 
system  becoming  much  stronger.  By  the  end  of  this  year,  it  is  esti- 
mated that  the  fund  will  have  a  positive  balance  of  $10.9  billion, 
approximately  0.58  percent  of  the  assets  under  protection.  It  is  ex- 
pected to  reach  1.25  percent  maybe  in  3  years,  if  not  less,  which 
implies  the  possibility  of  a  dramatic  reduction  in  premiums  in  de- 
posit insurance. 

On  the  other  hand,  if  risk  escalates  in  these  new  areas,  it  is  con- 
ceivable that  deposit  insurance  premiums  will  have  to  be  main- 
tained longer  than  would  otherwise  be  the  case,  unless  this  risk 
can  be  managed.  It  is  also  conceivable  that  quite  literally  the  bank- 
ing system,  by  the  turn  of  the  century,  if  the  deposit  insurance 
system  stays  solvent,  will  not  have  to  pay  any  premiums,  because 
of  the  interest  earned  on  the  $25  to  $35  to  $40  billion  reserves  in 
the  fund. 

So  regulators  have  to  bear  that  in  mind,  because  we  have  a  cir- 
cumstance that  risk  might  be  taken  by  one  kind  of  institution,  with 
the  insurance  for  that  risk  transferred  to  another  kind  of  institu- 
tion. 

Finally,  it  is  interesting  that  at  the  same  time  the  private  sector 
has  developed  these  new  instruments,  it  has  also  developed  tech- 
niques to  contain  risk.  We  have  an  enormous  political  science  di- 
lemma: What  happens  when  we  have  a  problem  which  is  beyond 
the  sophistication  of  Congress  and  other  political  entities? 

And  if  that  is  the  case,  it  falls  upon  regulators  to  be  particularly 
concerned  and  sophisticated  in  matching  the  sophistication  of  the 
private  sector.  So  without  legislation,  this  is  a  responsibility  you 
have;  and  with  legislation,  it  could  be  a  responsibility  that  you  also 
will  have.  But  I  would  just  stress  to  all  of  you  that  Congress  puts 
an  enormous,  enormous  burden  on  you  to  understand  derivatives 
in  the  strongest  possible  way  and  to  ensure  that  risk  is  contained 
to  the  maximum  possible  extent. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Leach  can  be  found  in  the  appen- 
dix.] 


The  Chairman.  Thank  you.  K  you  can  5rield  just  a  half  a  second 
of  your  time,  I  would  like  to  ask  unanimous  consent  to  place  in  the 
record  this  paragraph  from  this  report  I  referred  to  from  the 
Bundesbank,  and  I  quote: 

"The  question  whether  derivative  instruments  contain  inherent 
risk  for  the  stability  of  the  international  financial  system  has  been 
debated  so  far  without  any  clear  conclusion.  In  the  event  of  a  col- 
lapse of  a  major  market  participant  in  derivatives,  or  a  serious  de- 
stabilization  of  financial  markets,  it  is  not  at  all  certain  whether 
the  security  reserves  of  banks  would  be  sufficient."  End  of  quote. 

The  Chair  is  ready  to  proceed  and  ask  unanimous  consent  that 
all  members,  both  present  and  absent,  have  the  privilege  of  placing 
in  the  record  at  this  point  any  opening  statements  they  may  wish. 
I  don't  want  to  pass  over  anybody,  but  unless  a  member  feels  they 
want  to  speak  immediately,  we  will  proceed,  and  recognize  the  wit- 
nesses. 

[The  prepared  statements  referred  to  can  be  found  in  the  appen- 
dix.] 

The  Chairman.  Let  me  add  that  we  don't  know  what  the  pro- 
gram today  will  call  for.  The  House  is  in  session,  and  we  want  to 
reduce  the  interruptions  on  account  of  recorded  vote  notices. 

So  if  there  is  no  objection,  we  will  proceed  with  the  witnesses, 
and  again,  if  there  is  no  objection,  unless  one  of  the  participants 
has  a  time  problem,  why  don't  I  recognize  you  from  my  left  to  the 
right  and  start  off  with  Mr.  Ludwig. 

STATEMENT  OF  EUGENE  A.  LUDWIG,  COMPTROLLER,  OFFICE  OF 
THE  COMPTROLLER  OF  THE  CURRENCY 

Mr.  Ludwig.  Thank  you  very  much,  Mr.  Chairman  and  members 
of  the  committee.  I  appreciate  this  opportunity  to  testify  on  finan- 
cial derivative  instruments.  I  have  submitted  detailed  answers  to 
the  questions  the  committee  asked,  and  I  am  prepared  to  elaborate 
on  those  answers  or  address  any  other  questions  that  members  of 
the  committee  may  want  to  ask  on  this  subject. 

Today  I  would  like  to  emphasize  several  points.  One,  when  prop- 
erly used,  financial  derivatives  can  provide  banks  and  the  public 
with  substantial  benefits.  By  separating  out  the  risk  components  of 
traditional  financial  instruments,  derivatives  can,  and  do,  lower 
the  risk  of  financial  transactions  for  banks  and  others. 

Two,  when  improperly  used,  financial  derivatives,  like  other  fi- 
nancial instruments,  could  lead  to  significant  problems  for  banks. 
Further,  because  of  the  way  derivative  products  link  market  par- 
ticipants, a  failure  at  one  bank  might  threaten  the  solvency  of 
other  institutions. 

Three,  fully  appreciating  the  concern  present  in  many  quarters 
about  bank  involvement  in  derivative  activities  and  about  the  ade- 
quacy of  regulatory  supervision  of  those  activities,  I  have  given 
particular  attention  to  national  bank  involvement  in  derivatives.  I 
am  determined  that  the  OCC  remain  fully  up  to  speed  in  this  area. 
Moreover,  I  recognize  the  OCC's  responsibility,  not  just  to  monitor, 
but  to  take  effective  steps  to  ensure  that  national  banks  engage  in 
derivative  activities  in  a  safe  and  sound  manner. 


As  the  first  step  in  this  effort,  I  formed  a  task  force  to  review  all 
of  our  policies  and  procedures  in  this  area  and  to  recommend 
changes  for  improvement.  One  of  the  first  fruits  of  that  task  force 
is  guidance  to  national  banks  on  what  we  expect  from  banks  that 
are  active  in  derivatives.  We  issued  that  guidance  yesterday  and 
sent  it  to  every  national  bank  and  all  our  examiners. 

This  guidance,  Banking  Circular  277,  addresses  the  types  of  sys- 
tems and  controls  that  the  OCC  considers  appropriate  at  this  time 
to  manage  derivative  risks.  It  also  alerts  national  banks  to  signifi- 
cant legal  issues  associated  with  derivative  transactions. 

Our  basic  approach  in  this  area  can  be  summarized  in  two  words: 
No  surprises.  Specifically,  we  are,  in  effect,  requiring  that  national 
banks  engaging  in  derivatives  activities  adopt  a  "no  surprises"  risk 
management  policy  that  is  backed  by  adequate  systems  and  con- 
trols. More  specifically,  we  are,  in  effect,  requiring  banks  active  in 
derivatives  to  adopt  policies  and  procedures  that  include:  (1)  an  in- 
dependent unit  to  assess  risks  in  their  derivatives  activities;  (2)  sys- 
tems to  ensure  that  senior  management,  including  the  CEO  and 
the  board  of  directors,  understands  and  controls  risks  in  the  deriva- 
tives business;  (3)  appropriate  monitoring  and  capital  levels;  (4) 
periodic  reviews  of  systems  and  personnel  by  management  and  the 
OCC;  and  (5)  a  responsibility  that  the  bank  selling  of  a  derivative 
asset  assesses  its  appropriateness  for  its  customers. 

Mr.  Chairman,  if  an  OCC  examiner  concludes  that  a  national 
bank's  risk  management  processes  are  inadequate  for  current  or 
planned  activities,  the  OCC  will  require  management  to  correct  the 
problem  promptly  or  face  sanctions  for  not  doing  so.  Further,  if  an 
examiner  believes  a  bank  has  taken  on  too  much  risk  in  connection 
with  derivatives,  the  examiner  will  raise  this  concern  first  to  the 
OCC  and  bank  management  and  then,  if  appropriate,  with  the 
bank's  board  of  directors.  Where  appropriate,  the  OCC  will  require 
the  bank  to  reduce  its  risk  to  a  more  modest  level  or  to  raise  addi- 
tional capital  to  compensate  for  the  risk  level  it  has  assumed. 

In  closing,  Mr.  Chairman,  any  regulatory  approach  we  take  to 
derivatives  should  recognize  and  respect  the  important  and  legiti- 
mate functions  that  these  financial  instruments  serve.  But  it  is  our 
responsibility  to  ensure,  and  we  are  committed  to  ensuring,  that 
banks  are  taking  the  necessary  steps  to  manage  the  risks  that  ac- 
company their  increasing  use  of  these  instruments. 

I  look  forward  to  addressing  your  questions. 

[The  prepared  statement  of  Mr.  Ludwig  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  Thank  you  very  much.  Ms.  Phillips. 

STATEMENT  OF  SUSAN  M.  PHILLIPS,  MEMBER,  BOARD  OF 
GOVERNORS  OF  THE  FEDERAL  RESERVE  BOARD 

Ms.  Phillips.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Leach,  members  of  the  committee,  thank  you  for  the  oppor- 
tunity to  present  the  views  of  the  Federal  Reserve  Board  on  safety 
and  soundness  issues  associated  with  derivatives  activities  of  bank- 
ing organizations. 

The  Board  believes  that  these  are  important  issues.  We  are  de- 
voting substantial  resources  to  improving  understanding  of  deriva- 


tives  and  to  developing  appropriate  public  policies  for  these  instri 
ments. 

By  way  of  background,  a  derivative  is  a  financial  contract  whose 
value  is  derived  from  the  values  of  one  or  more  underlying  assets 
or  reference  rates  or  indexes  of  asset  values.  Derivatives  include 
standardized  contracts  that  are  traded  on  futures  and  securities  ex- 
changes and  also  customized,  privately  negotiated  contracts  known 
as  over-the-counter,  or  OTC,  derivatives. 

The  Board  believes  that  the  development  of  new  derivatives 
products  and  the  overall  expansion  of  derivatives  activities  have 
provided  important  public  benefits.  The  primary  economic  function 
of  derivatives  is  to  transfer  market  risk;  that  is,  the  risk  of  an  ad- 
verse change  in  the  price  of  an  asset  or  portfolio  of  assets.  The  im- 
portance of  this  function  has  increased  as  competitive  pressures 
have  intensified  in  many  economic  sectors,  and  as  interest  rates, 
exchange  rates,  and  other  asset  prices  have  tended  to  be  quite  vola- 
tile. 

In  this  environment,  many  financial  and  nonfinancial  businesses, 
federally  sponsored  agencies,  and  State  and  local  governments 
have  concluded  that  active  management  of  their  exposures  to  fi- 
nancial market  risks  is  essential.  They  recognize  that  such  risks,  if 
left  unmanaged,  can  jeopardize  their  ability  to  perform  successfully 
their  primary  economic  functions. 

At  the  same  time,  the  Board  recognizes  that  derivatives  are  com- 
plex instruments.  If  not  clearly  understood  and  properly  managed, 
their  use  can  threaten  the  safety  and  soundness  of  banks  and  other 
users. 

To  date,  few  institutions  have  suffered  significant  losses  from  de- 
rivatives activities,  and  no  commercial  bank  has  failed  as  a  result 
of  such  activities.  But  the  potential  clearly  exists  for  an  individual 
bank  or  other  institution  to  misuse  derivatives  in  ways  that  create 
risk  exposures  that  could  materially  weaken  its  financial  condition, 
either  because  of  ignorance,  or  because  of  an  imprudent  attitude 
toward  risk. 

The  Board  also  is  concerned  that  derivatives  activities  could  have 
implications  for  the  stability  of  the  financial  system.  Whether  de- 
rivatives have  increased  or  decreased  systemic  risk  is  still  a  subject 
of  ongoing  review  £ind  analysis.  Derivatives  have  fostered  greater 
awareness  and  understanding  of  risks,  and  have  enhanced  methods 
of  risk  management. 

It  is  clear,  however,  that  derivatives  activities  have  become  a  sig- 
nificant factor  in  the  overall  risk  profiles  of  some  banks  and  other 
financial  intermediaries.  While  still  relatively  few  in  number,  these 
institutions  are  among  the  largest  and  most  active  in  the  financial 
and  banking  markets.  If  one  of  them  failed  to  manage  its  deriva- 
tives activities  prudently,  its  financial  condition  could  be  weak- 
ened, and  concern  about  its  financial  health  could  jeopardize  the 
smooth  operation  of  financial  markets.  More  generally,  derivatives 
have  been  a  major  factor  in  tightening  linkages  among  markets 
and  potentially  altering  the  transmission  of  economic  and  financial 
shocks. 

Finally,  it  is  also  clear  that  weaknesses  in  the  financial  infra- 
structure for  derivative  activities  is  a  potential  source  of  systemic 
problems. 


The  Federal  Reserve  has  developed  a  strategy  to  address  the  con- 
cerns about  risks  associated  with  derivatives  activities.  It  has  three 
basic  elements. 

First,  the  Board  has  used  its  banking  supervisory  authority  to  at- 
tempt to  ensure  that  the  risks  associated  with  derivatives  activities 
of  the  institutions  it  regulates  are  prudently  managed,  and  do  not 
pose  a  threat  to  the  deposit  insurance  fund.  As  discussed  in  detail 
in  my  written  testimony,  along  with  other  banking  supervisors, 
both  in  the  United  States  and  abroad,  the  Federal  Reserve  has 
worked  to  incorporate  such  risks  into  regulatory  minimum  capital 
requirements. 

At  the  same  time,  however,  the  Board's  policies  have  emphasized 
the  responsibility  of  a  bank's  senior  management  for  ensuring  that 
risks  of  the  institution's  derivatives  activities  are  effectively  con- 
trolled and  are  limited  to  levels  that  do  not  pose  a  threat  of  seri- 
ously impairing  its  capital. 

The  on-site  examination  and  evaluation  of  internal  risk  manage- 
ment systems,  models,  and  controls  are  the  most  important  ele- 
ments of  our  supervision  and  regulation  of  derivatives  activities. 
Examiners  assess  the  risk  management  systems  and  internal  con- 
trols in  the  banking  organization's  core  trading  and  derivatives  ac- 
tivities. They  devote  special  attention  to  new  products  and  new  ap- 
proaches to  risk  management  and  control. 

Accordingly,  the  Federal  Reserve  has  made  the  continuous  up- 
dating and  strengthening  of  policies  and  procedures  for  on-site  ex- 
amination of  derivatives  a  top  priority. 

The  second  element  of  our  strategy  is  the  encouragement  of  pri- 
vate sector  initiatives  to  foster  sound  risk  management  of  deriva- 
tives activities.  Because  banks  are  not  the  only  large-scale  users  of 
derivatives,  concerns  about  risks  to  individual  institutions  and  to 
the  financial  system  must  extend  to  other  entities,  some  of  which 
are  not  subject  to  prudential  regulation  by  banking  supervisors  or 
other  authorities.  Private  sector  initiatives  offer  the  promise  of 
strengthening  risk  management  practices  of  both  regulated  and  un- 
regulated entities  in  the  United  States  and  abroad. 

As  the  third  element  in  our  strategy,  the  Board  has  worked  with 
users  of  derivatives,  other  regulators  in  the  United  States  and 
abroad,  and  legislators  to  strengthen  the  financial  infrastructure 
for  derivatives  activities.  To  date,  these  efforts  have  focused  on 
legal  enforceability  issues.  In  particular,  the  Board  has  supported  a 
series  of  legislative  steps  to  ensure  the  enforceability  under  U.S. 
law  of  the  netting  agreements  that  are  now  widely  used  for  OTC 
derivatives. 

Further  efforts  to  modernize  the  financial  infrastructure  for  de- 
rivatives are  needed,  both  on  legal  issues  and  on  other  issues,  most 
notably  in  the  area  of  accounting  and  financial  reporting. 

The  Board  believes  that  this  constitutes  a  sound  and  appropriate 
strategy  for  addressing  public  policy  concerns  about  potential  risks 
from  derivative  activities.  The  Federal  Reserve  and  other  banking 
supervisors  have  made  significant  progress  in  strengthening  poli- 
cies related  to  bank  derivatives  activities.  We  believe  that  the 
banking  regulators  have  the  authority  necessary  to  address  such 
issues  as  accounting  and  financial  reporting. 
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With  respect  to  other  users  of  derivatives,  at  this  time  the  Board 
believes  that  official  encouragement  of  private  sector  initiatives  is 
the  most  effective  way  of  addressing  public  policy  concerns  about 
risks  to  individual  institutions  and  systemic  risks.  Nonetheless,  the 
Board  continues  to  analyze  these  issues  and  plans  to  monitor  care- 
fully the  progress  of  private  sector  initiatives,  and  to  consider  care- 
fully the  results  of  the  study  on  OTC  derivatives  regulation  that 
the  CFTC  recently  completed. 

At  the  same  time,  regulatory  and  supervisory  programs  related 
to  derivatives  activities  of  banking  institutions  will  be  reviewed  fre- 
quently as  these  instruments  evolve  and  as  bank's  use  of  them  de- 
velops further. 

Thank  you,  Mr.  Chairman,  and  I  look  forward  to  your  questions. 

[The  prepared  statement  of  Ms.  Phillips  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  Well,  thank  you,  Ms.  Phillips.  I  deeply  appreci- 
ate your  statement. 

Mr.  Fiechter. 

STATEMENT  OF  JONATHAN  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION 

Mr.  Fiechter.  Thank  you,  Mr.  Chairman,  members  of  the  com- 
mittee. I  appreciate  the  invitation  to  testify  on  behalf  of  OTS  on 
the  safety  and  soundness  issues  associated  with  the  use  of  deriva- 
tive instruments. 

The  topic  of  derivatives  has  generated  much  discussion  of  sys- 
temic risk,  the  risk  that  a  mishap  in  the  derivatives  market  could 
precipitate  a  major  disruption  of  the  financial  system.  Much  of  the 
concern  about  systemic  risk  appears  to  focus  on  the  activities  of  in- 
stitutions that  act  as  dealers  in  the  derivative  markets. 

None  of  the  savings  associations  supervised  by  OTS  are  deriva- 
tives dealers,  but  a  number  are  end  users.  Derivative  financial 
products  are  used  primarily  to  manage  risk.  The  demand  for  these 
products  has  grown  exponentially  over  the  last  two  decades  in  re- 
sponse to  the  increased  volatility  of  financial  markets.  Derivatives 
also  can  enhance  the  ability  of  financial  institutions  to  serve  the 
customer's  needs. 

For  example,  derivatives  make  it  easier  for  lending  institutions 
to  hedge  their  risk  and  thus  offer  borrowers  certain  types  of  loans 
that  might  be  too  risky  on  a  stand-alone  basis.  While  financial  de- 
rivatives can  be  very  useful  products  for  managing  and  controlling 
risk,  they  can,  like  any  other  financial  product,  be  misused. 

However,  primary  concern  with  derivatives  is  speculation.  By 
speculation,  I  mean  the  practice  of  purchasing  derivatives  for  the 
purpose  of  taking  on  additional  risk.  OTS  does  not  believe  savings 
and  loan  institutions  should  be  engaged  in  speculative  activities, 
whether  with  derivatives  or  any  other  financial  instrument. 

The  world  of  derivatives  is  new  and  unfamiliar  to  many  institu- 
tions. The  language  is  arcane;  the  theoretical  foundation  that  un- 
derlies financial  derivatives  is  complex,  and  the  techniques  that 
are  used  to  measure  and  monitor  derivative  exposures  are  very  so- 
phisticated. Derivative  financial  products  available  for  use  by  de- 


pository  institutions  present  difficult  challenges  to  bank  and  thrift 
regulators. 

The  first  challenge  is  keeping  pace  with  financial  innovation  in 
the  derivatives  market.  We  have  made  a  special  effort  to  maintain 
a  group  of  capital  market  and  interest  rate  risk  specialists  in  our 
Washington,  DC  headquarters  and  in  each  of  our  regional  offices. 
In  addition,  OTS  offers  its  staff  a  number  of  training  courses  that 
cover  derivatives  and  their  use  by  savings  associations. 

We  recognize  that  capital  markets  are  dynamic  and  that  new  in- 
struments are  created  on  a  regular  basis.  We,  therefore,  welcome 
the  initiative  of  the  OCC  to  have  the  six  agencies  represented  at 
this  table  make  a  concerted  effort  to  coordinate  our  activities  and 
to  share  information  on  a  regular  basis. 

The  second  challenge,  that  of  risk  measurement,  has  been  a  pri- 
ority of  OTS.  We  have  developed  and  implemented  a  sophisticated 
interest  rate  risk  model  that  is  capable  of  measuring  the  effect  of 
derivatives  on  an  institution's  overall  risk  exposure. 

To  address  the  third  challenge,  that  of  collecting  sufficient  infor- 
mation to  supervise  the  derivative  activities  of  savings  associations, 
OTS  staff  has  worked  closely  with  industry  experts  to  redesign  the 
reporting  form  that  we  use  to  collect  the  necessary  data.  As  a 
result,  we  introduced  a  new  form  in  March  of  this  year  that  col- 
lects extensive  information  on  derivatives.  The  report  filed  every 
quarter  allows  us  to  gauge  among  nearly  300  different  types  of  off 
balance  sheet  derivatives.  This  information  must  be  reported  by  all 
savings  associations  with  over  $300  million  in  assets  and  all  small- 
er institutions  with  risk-based  capital  ratios  of  less  than  12  percent. 

Finally,  we  wish  to  provide  a  regulatory  environment  that  does 
not  discourage  qualified  institutions  from  using  derivative  instru- 
ments to  reduce  risk.  Because  thrift  institutions  are  inherently  ex- 
posed to  considerable  interest  rate  risk,  savings  institutions  may  be 
harming  themselves  by  avoiding  legitimate  risk-reduction  tools  for 
fear  that  their  use  will  invite  undue  regulatory  scrutiny. 

On  the  other  hand,  we  fully  endorse  a  cautious  approach  in  the 
use  of  derivatives  by  thrift  institutions.  One  hundred  and  seven- 
teen, or  approximately  6  percent  of  OTS  supervised  thrifts,  report 
positions  in  non-mortgage-related  derivatives  as  of  September  30, 
1993.  Of  these,  82  had  positions  in  interest  rate  swaps,  20  had  fu- 
tures contracts,  and  43  had  options  positions.  These  institutions 
appear  to  be  using  the  derivatives  to  reduce  their  risk  exposure. 

OTS  staff  conducted  a  sensitivity  analysis  of  these  institutions  to 
assess  the  hedge  value  of  their  derivative  positions,  or  more  specifi- 
cally, to  determine  the  protection  the  derivatives  provided  against 
rising  interest  rates.  The  analysis  showed  that  the  economic  value 
of  the  derivatives  would  increase  if  interest  rates  rose. 

Beginning  next  year,  thrift  institutions'  capital  requirements  will 
be  directly  related  to  their  overall  interest  rate  risk  exposure. 
Thus,  the  effect  of  derivatives  on  an  institution's  interest  rate  risk 
exposure  will  be  taken  into  account  in  determining  its  capital  re- 
quirement. 

The  financial  engineering  that  is  taking  place  at  our  Nation's 
leading  financial  institutions  is  evolving.  Futures,  options,  swaps, 
and  other  derivatives  can  be  efficient  and  effective  risk  manage- 
ment tools.  The  growth  of  the  derivatives  market  underscores  their 
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usefulness.  Many  depository  institutions  have  used  them  to  reduce 
risk. 

If  used  properly,  I  believe  that  derivatives  have  the  effect  of  re- 
ducing risk  to  the  Federal  Deposit  Insurance  funds. 

Mr.  Chairman,  that  concludes  my  testimony  and  I  would  be 
happy  to  answer  any  questions. 

[The  prepared  statement  of  Mr.  Fiechter  can  be  found  in  the  ap- 
pendix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Fiechter,  and  I  be- 
lieve the  last  time  we  saw  each  other  w£is  over  in  P.G.  County  in 
Largo,  and  I  want  to  thank  you  again. 

Mr.  Hove,  good  to  see  you. 

STATEMENT  OF  ANDREW  HOVE,  ACTING  DIRECTOR,  FEDERAL 
DEPOSIT  INSURANCE  CORPORATION 

Mr.  Hove.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee. I  am  pleased  to  have  the  opportunity  to  present  the  views 
of  the  FDIC  on  the  involvement  of  insured  depository  institutions 
in  the  market  for  financial  derivatives.  A  detailed  response  to  the 
individual  questions  posed  in  your  letter  of  invitation  has  been  sub- 
mitted to  the  committee  for  the  record. 

The  FDIC  recognizes  that  the  size,  complexity,  and  dramatic 
growth  of  this  global  market  demands  increased  regulatory  scruti- 
ny and  concern.  I  commend  the  committee  for  focusing  attention 
on  this  emerging  issue. 

My  testimony  addresses  the  management  by  depository  institu- 
tions of  risk  posed  by  derivatives  and  the  FDIC's  supervision  of 
these  activities.  For  purposes  of  this  testimony,  my  principal  focus 
is  the  extent  and  degree  of  the  involvement  by  State  nonmember 
banks  for  which  the  FDIC  is  the  primary  regulator.  However,  I 
want  to  point  out  that  derivative  activities  have  importance  to  the 
FDIC  as  the  insurer  of  financial  institutions,  and  we,  therefore, 
monitor  derivative  activities  throughout  the  banking  and  thrift  in- 
dustries. 

Phenomenal  growth  in  the  derivatives  market,  largely  in  the  last 
5  years,  has  resulted  in  outstanding  contracts  numbering  in  the 
millions  and  totaling  trillions  of  dollars  in  notional  principle.  The 
global  market  for  financial  derivatives  has  provided  substantial 
funding,  liquidity,  and  risk  management  benefits  to  many  segments 
of  the  domestic  and  international  economy,  including  insured  fi- 
nancial institutions.  State  nonmember  banks  are  primarily  end- 
users  of  these  products,  utilizing  them  for  risk  management  pur- 
poses rather  than  to  generate  revenue. 

The  risk  posed  to  an  individual  institution  involved  in  the  deriva- 
tives market  can  be  viewed  much  the  same  as  any  other  activity 
presently  engaged  in  by  financial  intermediaries.  That  is,  the  prin- 
cipal risks — credit,  market,  operational  and  legal  risk-— while  ad- 
mittedly packaged  in  a  more  complex  fashion  by  derivative  instru- 
ments, are  essentially  the  same  as  those  posed  by  more  traditional 
financial  activities. 

What  makes  these  risks  more  of  a  concern  when  encountered  in 
financial  derivatives  is  the  complex  interrelationships  created,  the 
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evolving  nature  of  the  markets,  and  the  speed  with  which  these 
contracts  can  be  accumulated  in  an  individual  institution. 

The  principal  means  for  determining  the  degree  of  risk  in  these 
activities  and  the  appropriate  supervisory  response  continues  to  be 
the  regular  examination  process.  The  FDIC  has  selected  and  con- 
tinuously trains  a  team  of  examination  specialists  in  our  superviso- 
ry regions  with  technical  guidance  and  support  provided  by  our 
Office  of  Capital  Markets  located  in  Washington.  These  specialists 
provide  supplemental  training  in  the  examination  of  derivative  in- 
struments to  the  field  staff  and  derivative  component  in  our  regu- 
lar Examiner  Training  Program. 

In  the  examination  of  an  institution's  derivative  activities,  con- 
sistent risk  review  and  control  standards  are  applied.  Examination 
of  these  activities  normally  includes  reviews  of  management's 
background,  policies,  practices  and  performance,  measurement  and 
reporting  of  risks  and  exposures,  strategic  goals  and  objectives, 
credit  analysis,  operations,  profitability  and  audit  coverage.  The 
more  significant  the  degree  of  the  institution's  involvement,  the 
more  comprehensive  will  be  the  scope  of  the  review. 

The  FDIC  expects  to  see  reflected  in  the  bank's  board  of  direc- 
tors' minutes  a  full  discussion  of  the  costs,  benefits,  and  especially 
the  risks  of  the  institution's  planned  or  ongoing  involvement  in  de- 
rivative activities. 

Management  should  prepare  an  executive  document  in  language 
suitable  for  the  technical  knowledge  and  awareness  of  the  full 
Board,  which  details  the  exact  nature  of  the  planned  involvement 
and  the  levels  of  risk  that  can  be  incurred,  much  the  same  as  for 
any  new  business  venture. 

Risk  parameters  should  be  expressed  in  terms  of  most  likely  and 
worst-case  scenarios  with  specific  board  and  management  approv- 
als for  these  levels  clearly  enumerated. 

The  FDIC  continues  to  work  closely  with  various  domestic  and 
international  regulatory  agencies  to  develop  consistent  and  compre- 
hensive standards  and  guidelines  for  derivative  activity.  Significant 
work  remains  to  be  done  in  determining  the  appropriate  levels  of 
capital,  accurate  measurement,  and  adequate  reporting  of  deriva- 
tives, their  exposure  for  market  participants.  We  applaud  Comp- 
troller Ludwig's  interagency  task  force  on  derivatives,  which  will 
address  many  of  these  issues. 

Because  of  the  global  nature  of  the  marketplace,  we  continue  to 
participate  in  the  Basle  Committee  to  harmonize  standards  and  re- 
porting requirements,  which  are  critical  to  monitoring  and  supervi- 
sion of  financial  derivatives  activities. 

In  conclusion,  I  want  to  point  out  that  the  FDIC  is  acutely  aware 
that  financial  derivatives  are  one  of  the  most  important  and  fastest 
growing  segments  of  the  financial  services  industry  and  that  these 
activities  warrant  continued  close  supervisory  attention  and  con- 
cern. 

As  insurers  of  depository  institutions,  we  also  are  concerned 
about  the  impact  of  the  failure  of  an  institution,  or  even  more  than 
one  institution,  in  systemic  risk  scenario  from  these  activities.  I 
must  point  out  that  the  complexity  of  derivatives  will  always 
create  some  uncertainty  as  to  the  exposure  of  an  individual  institu- 
tion or  the  system  as  a  whole.  The  range  of  products  and  the  speed 
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of  development  of  new  derivatives  may  always  outpace  our  ability 
to  monitor  all  the  risks  associated  with  their  use. 

As  my  testimony  stresses,  the  strongest  bulwark  against  an  indi- 
vidual institution's  failure  or  systemwide  losses  is  well-informed 
senior  management  and  the  commitment  of  equity  capital  by  the 
owners  of  the  institution.  We  believe  that  the  combination  of  sound 
institution  management,  market  forces,  and  appropriate  regulatory 
supervision,  can  help  reduce  the  likelihood  of  any  significant  dis- 
ruption in  the  banking  industry  as  a  result  of  derivative  activities. 

We  will  continue  to  work  with  the  other  regulatory  agencies  and 
international  authorities  to  refine  our  off-site  monitoring  systems, 
to  enhance  on-site  supervision  and  examination,  and  to  harmonize 
capital  accounting  and  disclosure  standards. 

Thank  you  for  the  opportunity  to  testify,  and  I  look  forward  to 
responding  to  your  questions. 

[The  prepared  statement  of  Mr.  Hove  can  be  found  in  the  appen- 
dix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Hove.  Ms.  Bair. 

STATEMENT  OF  SHEILA  BAIR,  ACTING  CHAIRMAN,  COMMODITY 
FUTURES  TRADING  COMMISSION 

Ms.  Bair.  Thank  you,  Mr.  Chairman,  members  of  the  committee. 

Good  morning,  and  thank  you  for  the  opportunity  to  appear 
before  you  today  to  discuss  the  regulation  of  derivative  instruments 
in  the  United  States.  Ideas  and  proposals  are  being  discussed  which 
could  significantly  affect  this  segment  of  the  market  for  financial 
services.  The  Commodity  Futures  Trading  Commission  is  pleased  to 
have  this  opportunity  to  present  its  views  on  this  important  topic. 

The  Commission  is  no  stranger  to  the  market  for  derivative  in- 
struments. As  you  know,  the  CFTC  regulates  the  commodity  fu- 
tures and  options  markets,  the  first  derivative  markets  that  were 
developed  in  the  United  States.  These  markets  have  been,  and  con- 
tinue to  be,  one  of  America's  most  innovative  and  competitive  in- 
dustries. The  United  States  has  the  oldest,  most  liquid,  and  largest 
futures  markets  in  the  world.  Today,  America's  futures  markets 
serve  as  models  around  the  world  for  developing  futures  and  option 
products,  just  as  the  CFTC's  regulatory  system  has  served  as  a 
model  for  regulation  of  those  products. 

For  the  past  130  years,  futures  contracts  on  agricultural  com- 
modities have  represented  the  most  common  form  of  derivative  in- 
strument in  this  country.  Futures  and  options  on  futures  are  now 
traded  on  a  wide  array  of  other  commodities,  including  government 
bonds,  foreign  currencies,  energy  products,  and  precious  metals. 

The  CFTC  has  been  regulating  futures  on  financial  instruments 
since  1975.  Futures  contracts,  if  used  correctly,  can  be  employed  to 
hedge  a  trader's  cash  market  price  exposure.  In  addition  to  this 
direct  benefit  to  hedgers,  others  in  the  marketplace  benefit  from 
the  price  discovery  function  of  futures  markets. 

The  Commodity  Exchange  Act  establishes,  and  the  CFTC  admin- 
isters, a  comprehensive  regulatory  framework  for  the  trading  of 
commodity  futures  and  option  contracts.  The  act  requires  that, 
absent  a  specific  exemption,  commodity  futures  contracts  must  be 
traded  on  designated  exchanges,  subject  to  Commission  oversight. 
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Hallmarks  of  exchange  trading  include  the  clearing  system  and  the 
open  and  competitive  pricing  of  transactions.  Exchange  clearing 
provides  a  crucial  financial  safety  net  by  enforcing  the  daily,  or 
even  intradaily,  marking-to-market  of  all  positions,  by  requiring 
specified  levels  of  capitalization  and  by  providing  a  guarantee 
against  the  risk  of  default. 

Under  our  regulatory  framework,  exchanges  are  self-regulatory 
organizations  responsible  for  policing  their  own  markets.  They  are 
overseen  by  the  CFTC  through  use  of  a  variety  of  mechanisms. 
This  includes  a  direct  reporting  system,  through  which  the  Com- 
mission receives  daily  information  on  the  market  positions  of  the 
largest  traders.  In  addition,  for  many  futures  contracts,  the  Com- 
mission has  set  limits  on  the  maximum  permitted  size  of  specula- 
tive positions.  For  other  contracts,  exchanges  set  and  enforce  specu- 
lative position  limits  or,  alternatively,  position  accountability  rules, 
subject  to  Commission  approval.  As  part  of  its  continual  Market 
Surveillance  Program,  Commission  staff  communicates  regularly 
with  other  government  agencies,  SRO  staffs,  and  directly  with  fu- 
tures traders.  Ultimately,  the  Commission  establishes  the  stand- 
ards for  exchange  trade  practice  and  financial  compliance  pro- 
grams and  reviews  exchange  programs  to  assure  that  they  meet 
those  standards. 

In  addition  to  exchange  oversight,  the  Commission  regulates  all 
futures  industry  professionals  who  deal  with  customers,  most  nota- 
bly Futures  Commission  Merchants  [FCMs]  who  execute  customer 
orders  and  handle  customer  funds.  The  minimum  capital,  financial 
reporting,  and  segregation  of  customer  funds  requirements  applica- 
ble to  FCMs  form  another  part  of  the  financial  integrity  system  for 
futures  trading.  In  this  regard,  total  customer  losses  due  to  FCM 
insolvencies  have  approximated  only  $11  million  over  the  past  50 
years. 

When  banks  participate  in  the  commodity  futures  and  options 
markets,  they  are  subject  to  all  of  the  regulatory  requirements  I 
have  just  described.  Banks  may  participate  as  hedgers  for  asset  and 
liability  management.  They  may  also  establish  an  FCM  unit  to  act 
as  an  intermediary  for  customers.  However,  the  overall  derivatives 
activities  of  banks,  as  well  as  other  market  participants,  may  en- 
compass a  wide  variety  of  other  types  of  transactions  which  are  not 
subject  to  CFTC  oversight. 

In  the  broadest  terms,  "derivatives"  are  financial  instruments 
that  derive  their  value  from  some  underlying  asset,  be  it  a  physical 
commodity,  a  currency,  or  an  interest  rate.  Derivatives  can  include 
commodity  futures,  options  on  futures,  options  on  securities,  or  se- 
curity indices,  forward  contracts,  or  swaps. 

No  single  regulatory  framework  governs  the  many  different 
types  of  derivative  transactions.  Nor  does  a  single  system  govern 
those  who  engage  in  these  transactions  either  as  end-users  or  inter- 
mediaries. Many  of  the  parties  to  derivative  transactions  may  have 
multiple  regulatory  overseers.  Others,  however,  may  have  no  Fed- 
eral oversight  of  their  activities,  at  least  with  regard  to  certain 
types  of  over-the-counter  derivative  products.  For  these  reasons  and 
in  light  of  the  extraordinary  growth  of  the  OTC  derivatives  mar- 
kets, lawmakers  and  regulators  in  the  United  States  and  abroad 
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have  focused  on  the  legal  and  regulatory  issues  presented  by  these 
markets. 

In  this  regard,  the  Conference  Committee  that  considered  the  Fu- 
tures Trading  Practices  Act  of  1992  directed  the  CFTC  to  conduct  a 
study  of  OTC  derivative  products  and  to  report  the  results  of  its 
study  to  Congress.  Among  other  issues,  the  report  was  to  address 
the  size,  scope,  activities,  and  potential  risks  presented  by  the  mar- 
kets for  swaps  and  other  off-exchange  derivative  financial  products 
and  the  need  for  additional  regulatory  controls  for  these  products. 

The  CFTC  released  its  report  this  week,  after  a  year-long  study. 
As  explained  in  greater  detail  in  my  written  testimony,  the  report 
provides  an  overview  of  today's  marketplace  for  derivative  products 
and  their  attendant  risks.  It  also  describes  the  regulatory  controls 
and  risk  management  practices  currently  in  effect  for  these  prod- 
ucts in  the  United  States. 

Among  other  things,  the  report  found  the  following:  First,  that 
although  comprehensive,  standardized  information  about  OTC  de- 
rivative products  and  those  who  use  them  is  currently  lacking, 
available  data  was  adequate  to  draw  some  basic  conclusions.  For 
example,  the  market  for  swaps  appears  to  be  almost  entirely  inter- 
mediated by  institutions  that  act  as  dealers.  Of  U.S.  swap  dealers, 
commercial  bank  positions  were  three  to  five  times  larger  than 
those  of  nonbanks  or  U.S.  units  of  foreign  dealers. 

Second,  that  although  the  OTC  derivative  markets  have  grown 
rapidly  by  any  measure,  the  widespread  use  of  notional  principal  in 
"sizing"  the  OTC  derivatives  market  may  significantly  overstate 
actual  total  risk  exposure. 

Third,  that  at  this  time  existing  regulatory  structures  appear 
adequate  to  address  issues  raised  by  the  growth  in  OTC  derivatives 
markets,  and  that  individually  regulators,  including  the  SEC  and 
bank  regulators,  as  well  as  CFTC,  have  been  moving  ahead  to  ad- 
dress many  of  the  issues  raised  by  trading  in  OTC  derivatives. 
These  activities  include  development  of  new  mechanisms  for  ob- 
taining information  concerning  the  potential  risks  to  regulated 
firms  or  affiliated  entities  participating  in  OTC  derivative  markets, 
as  well  as  review  of  capital  requirements  applicable  to  OTC  deriva- 
tive transactions  and  other  institutions. 

Fourth,  that  benefits  could  be  reaped,  however,  from  greater 
communication  and  coordination  among  regulators  to  consider 
common  regulatory  issues  to  supplement  these  ongoing  individual 
efforts. 

Thus  the  report's  central  conclusion  is  that  while  no  fundamen- 
tal changes  in  regulatory  structure  appear  to  be  needed  at  this 
time  to  address  issues  presented  by  the  growing  use  of  OTC  deriva- 
tives, greater  coordination  among  Federal  financial  regulators 
would  help  to  assure  that  Federal  oversight  remains  adequate. 
Finding  that  the  "systemic  and  public  policy  issues  suggested  by 
these  products  are  not  confined  to  any  single  market  or  the  prov- 
ince of  any  one  regulator,"  the  CFTC  recommends  the  establish- 
ment of  an  interagency  council  to  consider  common  approaches  to 
such  issues  as  market  information  access,  transparency,  internal 
management  controls,  the  development  clearing  facilities  for  OTC 
derivatives  and  the  presence  of  dealers  in  OTC  derivative  markets 
that  are  not  otherwise  subject  to  Federal  regulatory  oversight. 
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Mr.  Chairman,  this  concludes  my  statement.  Once  again  I  would 
like  to  thank  you  for  the  opportunity  to  have  the  Commission's 
views  considered  by  this  committee.  We  at  the  CFTC  look  forward 
to  working  with  you  and  our  colleagues  at  the  other  financial  regu- 
latory agencies  appearing  with  me  this  morning,  and  I  will  be 
happy  to  answer  your  questions. 

Thank  you. 

[The  prepared  statement  of  Ms.  Bair  can  be  found  in  the  appen- 
dix.] 

The  Chairman.  Well,  thank  you,  Ms.  Bair. 

Mr.  Beese. 

STATEMENT  OF  J.  CARTER  BEESE,  COMMISSIONER,  U.S. 
SECURITIES  AND  EXCHANGE  COMMISSION 

Mr.  Beese.  Mr.  Chairman,  members  of  the  committee,  I  am 
pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and 
Exchange  Commission  regarding  the  regulation  of  derivatives  ac- 
tivities. During  recent  years,  we  have  witnessed  a  virtual  explosion 
in  the  types  of  financial  products  being  brought  to  market  in  this 
country,  including  growing  activity  involving  over-the-counter  de- 
rivatives. The  growth  of  this  market  has  presented  a  significant 
new  challenge  for  regulators,  one  which  the  Commission  has  met 
head-on  and  continues  to  meet  by  combining  vigorous  oversight  of 
our  financial  markets  with  the  flexibility  that  allows  new  products 
to  develop  in  response  to  investor  needs. 

The  rapid  growth  of  the  OTC  market  in  derivative  products  has 
raised  concerns  in  many  quarters  regarding  the  adequacy  of  regu- 
lation of  these  financial  devices,  and  the  possible  effects  of  this  bur- 
geoning market  on  the  stability  of  the  world's  financial  markets. 
While  these  concerns  are  understandable,  it  is  the  view  of  the  Se- 
curities and  Exchange  Commission  that  the  risks  posed  by  these 
new  and  innovative  securities  derivative  products  can  be  addressed 
by  the  existing  securities  regulatory  system. 

As  a  practical  matter,  the  derivative  products  assuming  a  larger 
role  in  today's  OTC  market  are  similar  in  many  respects  to  the 
more  traditional  exchange-traded  futures  and  options,  except  that 
they  add  a  key  element  of  credit  risk  not  present  in  standardized 
exchange-traded  products.  While  the  Commission  shares  concerns 
about  the  risks  associated  with  the  explosion  in  trading  of  OTC  de- 
rivatives, these  concerns  are  tempered  somewhat  by  the  Commis- 
sion's extensive  experience  in  regulating  new  and  innovative  finan- 
cial products. 

As  a  regulator,  one  of  the  first  questions  we  must  ask  when  a 
new  product  comes  to  market  is:  Why  is  this  instrument  so  popular 
among  financial  end-users.  In  the  case  of  OTC  derivatives,  the 
answer  is  the  products'  flexibility.  OTC  derivatives  can  be  struc- 
tured to  match  the  portfolio  or  the  investment  strategy  of  a  par- 
ticular purchaser  of  a  derivative  contract.  As  a  result,  these  prod- 
ucts offer  institutions  the  ability  to  manage  risks  that  might  other- 
wise make  certain  investments  or  economic  activities  impractica- 
ble. In  addition,  OTC  derivatives  allow  institutions  to  "synthetical- 
ly" gain  exposure  to  equity,  bond,  or  mortgage  markets  around  the 
world  that  otherwise  might  not  be  available. 
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Knowing  that  derivatives  have  become  an  important  risk  man- 
agement tool  for  many  end-users,  the  question  then  becomes:  Are 
the  proper  regulatory  safeguards  in  place  to  ensure  the  integrity  of 
the  market  and  to  protect  investors?  Put  another  way:  During  peri- 
ods of  market  stress,  what  concerns  do  regulators  have  and  are  the 
tools  available  to  address  these  concerns? 

From  a  regulatory  perspective,  the  types  of  concerns  that  arise  in 
a  market  stress  environment  include  the  possibility  of  a  "ripple 
effect"  and  the  impact  of  derivatives  activities  on  the  liquidity  of 
the  cash  market.  Under  a  potential  ripple  effect,  the  increased  use 
of  derivatives  could  lead  to  the  failure  of  one  or  more  derivatives 
dealers  with  this  failure  creating  ripple  effects  throughout  the  OTC 
derivatives  market  for  broker-dealers  and  other  market  partici- 
pants. Similarly,  in  an  extreme  market  stress  environment,  the  li- 
quidity of  the  Nation's  equity  markets  could  be  strained  by  the  sel- 
loff  of  stocks  and  futures  by  derivatives  dealers  trying  to  adjust 
their  hedges  to  accommodate  rapidly  changing  market  risks. 

In  addition,  the  SEC  has  three  areas  of  concern  that  apply  to  all 
markets,  including  derivatives  markets.  These  are  full  disclosure, 
customer  suitability,  and  antifraud  protection.  To  address  these 
concerns,  there  are  four  general  themes  to  SEC  regulatory  over- 
sight of  derivatives  activity. 

The  first  is  risk  assessment.  In  order  to  properly  regulate  this 
market,  we  must  first  know  its  size  and  scope.  Accordingly,  last 
year  the  Commission  adopted  a  risk  assessment  program  which  re- 
quires securities  firms  to  report  on  a  quarterly  basis  the  size  of 
their  derivatives  exposure  in  terms  of  both  notional  amount  and  re- 
placement cost  value.  The  Commission  staff  is  presently  analyzing 
quarterly  filings  received  from  approximately  250  firms  with  over 
700  significant  affiliates. 

The  second  theme  of  SEC  oversight  is  capital.  Strong  capital  re- 
quirements serve  as  an  essential  regulatory  tool  in  protecting  cus- 
tomers and  mitigating  systemic  problems.  In  May  of  this  year,  the 
SEC  asked  for  public  comment  on  a  broad  range  of  issues  relating 
to  the  appropriate  capital  treatment  of  derivative  products  under 
the  Commission's  net  capital  rule.  Our  goal  in  this  review  is  to 
strike  the  appropriate  balance  between  safety  and  the  efficient  use 
of  capital. 

Our  third  theme  is  accounting.  It  is  axiomatic  that  good  account- 
ing is  the  underpinning  of  good  risk  management  and  good  regula- 
tory oversight.  To  the  extent  that  settlement  values  under  deriva- 
tives contracts  are  largely  contingent,  which  is  often  the  case 
throughout  the  life  of  a  derivative  contract,  current  accounting 
standards  do  not  require  settlement  values  to  be  reflected  in  the 
firms'  balance  sheets. 

We  must  encourage  international  efforts  to  harmonize  account- 
ing treatment  of  off-balance  sheet  items.  An  important  step  in  this 
direction  is  the  recent  issuance  by  the  Financial  Accounting  Stand- 
ards Board  of  accounting  standards  governing  the  disclosure  of  in- 
formation about  the  nature,  extent,  and  terms  of  financial  instru- 
ments with  off-balance  sheet  credit  or  market  exposure.  Public 
companies  that  have  material  exposures  as  a  result  of  current  or 
contemplated  transactions  in  derivatives  are  also  required  under 
SEC  rules  to  discuss  the  commitments  and  uncertainties  that  may 
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have  a  material  effect  on  liquidity  or  operating  results  in  the 
future.  The  FASB  is  also  studying  ways  to  address  the  accounting 
treatment  of  swaps  and  other  derivative  products  as  part  of  its 
comprehensive  review  of  new  financial  instruments.  While  these 
efforts  are  currently  underway,  the  Commission  recognizes  that 
more  needs  to  be  done  in  the  area  of  accounting  standards  and  the 
FASB  is  working  on  the  issue. 

The  final  theme  is  coordination.  A  cooperative  dialog  and  infor- 
mation-sharing among  regulators  are  essential  to  understanding 
the  aggregate  size  of  the  market  and  properly  identifying  potential 
systemic  stress  points.  Accordingly,  Chairman  Levitt  meets  regular- 
ly with  the  heads  of  the  CFTC,  the  Federal  Reserve  Board,  and  the 
Under  Secretary  of  the  Treasury  for  Domestic  Finance,  to  discuss  a 
broad  range  of  structural  and  policy  issues,  including  developments 
in  and  various  risks  posed  by,  the  derivatives  market.  In  addition, 
daily  contact  exist  at  all  levels  among  staff  of  the  various  Federal 
regulators. 

While  in  no  way  minimizing  the  risks  associated  with  derivative 
products,  the  structure  of  regulation  that  has  developed  under  the 
Federal  securities  law  is  well-suited  to  dealing  with  these  risks. 
The  SEC  currently  has  the  tools  at  its  disposal  to  address  the  con- 
cerns raised  by  the  growth  of  this  market  and  is  vigorously  using 
these  tools.  The  Commission  believes  that  the  optimal  approach  to 
the  regulation  of  OTC  derivatives  is  to  maintain  stable  markets 
and  to  protect  investors,  while  allowing  market  participants  the 
freedom  to  meet  customer  needs  with  new  and  innovative  financial 
products. 

Thank  you,  Mr.  Chairman.  I  will  be  happy  to  answer  any  ques- 
tions the  committee  may  have. 

[The  prepared  statement  of  Mr.  Beese  can  be  found  in  the  appen- 
dix.] 

The  Chairman.  Thank  you,  Mr.  Beese. 

Let  me  thank  you  for  accepting  our  invitation.  Notwithstanding 
some  opinions  to  the  contrary,  the  chairman  of  the  Energy  and 
Commerce  Committee,  Mr.  Dingell,  who  also  has  expressed,  and  I 
would  say  particularly  the  SEC  jurisdiction,  his  concern.  We  have 
repressed  it  on  the  basis  of  the  compromise  bill  that  we  passed  out 
last  year,  a  GAO  study.  Now,  that  won't  be  completed  until  the  end 
of  this  year. 

So  our  interest  in  inviting  you  was  not  to  try  to  immerse  our- 
selves in  the  purely — or  the  pure — SEC  jurisdiction  on  securities, 
but  insofar  as  the  bank  association  or  participation  with  those 
transactions  that  you  do  monitor  in  your  other  capacity.  I  wanted 
to  make  that  clear. 

I  have  so  many  questions  and  I  know  we  won't  have  time,  so  I 
am  going  to  ask  for  myself  and  every  other  member  the  privilege  of 
submitting  questions  in  writing  to  the  members  of  the  panel,  and  if 
they  are  sent  to  you  promptly,  that  is,  by  the  time  you  receive  a 
copy  of  the  transcript  of  the  proceedings,  we  would  be  grateful  for 
your  response. 

Overall,  let  me  say  that  my  interest  generally  goes  back  to  the 
very  beginning  of  my  service  after  my  assignment  to  this  commit- 
tee 32  years  ago  when  I  was  elected  to  the  House.  The  first  issue 
that  came  up — of  course,  I  was  a  lowly  member  at  the  time  when 
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the  committee  consisted  of — I  made  number  31.  And  Chairman 
Patman  of  whom  you  have  heard,  had  not  become  chairman.  The 
chairman  was  a  very  famous  gentleman  who  actually  had  the  big- 
gest hand  in  the  writing  of  the  legislation  of  the  1930's  having  to 
do  with  the  FSLIC  and  Home  Loan  Bank  Board  and  everything 
else.  It  was  a  gentleman  from  Kentucky,  Mr.  Spence,  but  he  was 
about  90  years  old  at  the  time;  he  was  on  the  verge  of  retiring, 
and — well,  frankly,  he  was  really  incapacitated. 

That  first  session  we  had  two  meetings  of  the  committee  to  indi- 
cate the  difference  in  atmosphere.  In  those  days  everybody  was 
happy  and  there  was  unending  prosperity.  But  we  had  the  Secre- 
tary of  the  Treasury,  Mr.  Dillon,  come  before  us,  and  say  that  it 
was  necessary  to  repeal  the  silver  transactions  tax.  Well,  I  had 
some  familiarity  with  the  history  of  that  tax,  because  I  worked 
during  the  war,  from  the  first  day  of  the  war  with  what  turned  out 
to  be  the  cable  and  radio  censorship  with  both  military,  Army  and 
Naval  intelligence,  and  as  a  result,  very  interesting  things  came  to 
our  attention  that  I  never  dreamed  years  later  we  would  be  associ- 
ating when  we  talk  about  money  laundering. 

Well,  that  was  a  favorite  pastime  of  some  prestigious  individuals, 
including  the  deposed  British  king  who  was  sent  to  the  Bahamas, 
and  together  with  an  agent  that  we  had  on  the  list  from  Germany 
and  Switzerland  who  dealt  in  the  properties  and  monies  derived 
from  the  conquered  countries  by  the  Nazis. 

And  they  set  up  a  bank  in  Mexico,  incidentally,  where  they  laun- 
dered a  considerable  amount  of  money  to  get  around  the  American 
and  the  British  laws.  So  that  when  Mr.  Dillon  asked  for  the  repeal, 
he  spoke  in  terms  of  the  fact  that  it  was  wartime;  there  was  no 
reason  now  to  give  up. 

At  that  time  we  weren't  afforded  the  opportunity  to  ask  ques- 
tions, but  I  brought  up  one,  but  Mr.  Patman  was  nice  enough,  be- 
cause Mr.  Spence,  they  had  to  wheel  him  in.  He  couldn't  see  and 
he  couldn't  hear.  So  Mr.  Patman  was  actually  conducting. 

So  he  was  surprised  when  I  interrupted,  and  I  said,  well,  Mr.  Sec- 
retary, the  reason  for  that  tax  was  speculation  during  war.  But 
since  the  war,  the  condition  has  continued  to  exist. 

I  think  the  most  unnoted  thing  in  our  country  is  that  since  par- 
ticularly 1950,  we  went  into  a  mode  of  war.  We  call  it  defense,  and, 
of  course,  £is  an  amateur  I  could  see  the  relationship  between  the 
economy  and  everything  else. 

So  he  said,  well,  actually,  the  tremendous  incremental  use  of 
silver  in  the  industrial  world  necessitates  we  do  this. 

And  I  said,  well,  but  what  about  the  Treasury's  holdings?  Be- 
cause at  that  time  we  had  monetization  over  the  currency.  That  is, 
the  nickel,  the  quarter,  and  the  dime  had  silver  content. 

And  he  said.  Oh,  no  problem. 

So  I  had  read  some  statistics  and  I  blurted  out  and  said,  well,  it 
looks  to  me  like  it  will  be — because  you  are  going  to  create  a  specu- 
lative market,  which,  of  course,  today  we  take  for  granted — fu- 
tures. 

So  the  end  result  was  that  exactly  to  the  month  the  same  Secre- 
tary came  before  us  and  asked  that  we  demonetize  because  we 
didn't  have  the  supply  at  available  cost  of  either  the  silver  or  the 
gold  for  the  continued  monetization  or  the  currency  content. 
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So  I  have  seen  these  things  and  I  have  seen  how  in  later  years  it 
wasn't  even  our  committee,  it  was  Government  Ops,  that  had  to 
look  into  the  Hunt  brothers'  unsuccessful  attempt  to  corner  the 
silver  market,  through  the  use  of  banking  resources,  and  credit  to 
the  tune  of  over  $25  billion.  And  this  committee  couldn't  get  a 
handle  on  it  for  a  lot  of  reasons,  but  Government  Operations  did. 
And  as  a  result,  we  ended  up  with  the  Lader  Act. 

Now,  one  question  I  would  like  to  ask — and  I  am  going  to  ask 
that  we  keep  time  here  because  I  notice  that  we  are  not.  And  I  will 
ask  for  a  response  in  writing,  because  I  know  that  I  have  reached 
the  5  minutes.  The  traditional  style  of  our  regulatory  system,  and  I 
am  particularly  referring  to  the  banking  regulators,  has  a  few  time 
constraints. 

If  a  problem  arises  from  a  concentration  in  a  loan  portfolio  or 
asset  liability  mismatches,  those  things  seldom  arise  overnight,  any 
more  than  these  other  things  that  are  referred  to  in  a  very  general 
sense.  They  are  working,  and  the  time  lapse  there,  before  oversight 
catches  up,  is  of  such  a  magnitude  that  one,  how  do  you  plan  to 
adjust  the  examination  process  to  respond  to  the  unique  aspect  of 
bank  derivative  activities? 

Two,  are  banks  required  to  report  daily,  weekly,  or  monthly  data 
on  the  value  of  risk  exposure  of  derivative  products? 

And  three,  if  not,  would  your  agency  know  if  a  dealer  bank's  de- 
rivative portfolio  is  in  trouble? 

I  will  just  throw  that  out. 

I  will  recognize  Mrs.  Roukema. 

Mrs.  Roukema.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  don't  have  the  long  reach  of  historical  back- 
ground that  you  have,  but  I  do  have 

The  Chairman.  All  right.  You  are  being  diplomatic.  You  are 
saying  you  are  not  as  old  as  I  am. 

Mrs.  Roukema.  No.  I  am  trying  to  say  I  am  younger  than  I 
really  am.  That  is  what  I  am  trjdng  to  say.  But  I  really  want  to  get 
on  to  the  historical  background  that  I  do  have,  because  as  I  am  sit- 
ting here  I  am  sa3dng  Oh,  my  God,  I  hope  this  isn't  deja  vu  all  over 
again,  to  quote  Yogi  Berra  from  my  State.  And  by  that  I  mean  I 
have  a  historical  perspective  here,  having  sat  on  this  committee  in 
the  early  1980's,  when  as  you  will  remember,  Mr.  Chairman,  and 
certainly  our  colleague,  Mr.  Neal,  will  remember,  and  perhaps 
some  others,  that  we  sat  through  many  hearings,  congressional 
hearings  where  the  regulators  regularly  testified  about  the  low 
risk,  if  properly  used,  that  we  were  exposing  our  thrift  industry  to, 
and  they  assured  us  on  many  different  occasions  that  everything 
was  in  place  for  a  thorough  review  and  proper  management  con- 
trol. And  if  we  would  only  deregulate  the  industry,  they  would  be 
in  a  good  position  to  monitor  properly  to  protect  the  taxpayer  and 
protect  the  depositors,  and  we  all  know  what  happened.  We  are 
still  paying  for  the  S&L  debacle. 

Well,  I  have  that  same  strange  feeling  as  I  sit  here  this  morning, 
not  that  I  believe  that  any  of  the  regulators  here  are  insincere  in 
their  intentions.  In  fact,  Mr.  Ludwig,  to  his  credit,  has  already  set 
up  from  the  news  reports  and  from  his  own  report  here  some  new 
guidelines,  and  I  don't  know  whether  they  are  sterner  than  just 
guidelines  or  more  precise  than  just  guidelines,  or  what  the  rule  of 
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law  you  have  behind  your  authority  here.  I  am  not  sure  about  that, 
in  this  particular  case. 

So  my  question  goes  to  everybody.  I  guess  it  is  a  twofold  question, 
follows  up  on  your  statement  about  how  soon,  what  is  the  time  line 
and  how  are  you  going  to  actually  effect  this  regulation  and  over- 
sight. But  it  is  more  specific  than  that. 

I  haven't  heard  anyone  suggest  that  maybe  you  need  new  author- 
ity and  we  should  give  you  statutory  authority  to  do  some  things 
with  respect  to  the  references  that  you  have  made:  Capital  stand- 
ards; the  accounting  questions  that  have  been  raised;  certainly  the 
risk  management.  I  would  like  to  hear  from  you  what  statutory  au- 
thority you  would  like  Congress  to  give  you,  or  are  you  going  to  sit 
here  and  tell  me  that,  no,  everything  is  just  fine,  you  can  do  the  job 
on  your  own? 

Mr.  Ludwig. 

Mr.  Ludwig.  Thank  you,  Congresswoman  Roukema.  The  OCC 
has  taken  a  first  step  in  terms  of  the  banking  circular.  It  is  in  con- 
trast to  deregulation;  we  are  increasing  regulation.  And  everyone 
on  this  committee — and  I  think  it  is  commendable  that  you  are 
holding  this  hearing — has  a  right  to  be  concerned  about  a  market 
that  is  growing  in  size  and  that  involves  new  types  of  instruments. 
But  we  do  have  quite  broad  authority  to  regulate  national  banks, 
and  we  can  enforce  our  rules  with  the  full  panoply  of  enforcement 
actions.  I  don't  believe  at  this  time  we  need  additional  statutory 
authority. 

Mrs.  Roukema.  Do  we  need,  for  example,  higher  capital  stand- 
ards to  guard  against  the  risk  management  that  you  are  talking 
about? 

Mr.  Ludwig.  Capital  standards  are  applicable  explicitly  to  de- 
rivatives as  a  result  of  the  Basle  Accord.  The  Basle  group  is  looking 
into  additional  capital  changes  with  respect  to  derivatives,  and  we 
are  participating  in  that  effort.  The  concern  you  raise  is  certainly  a 
very  relevant  one.  But  it  is  being  addressed  and,  at  this  point,  I 
don't  think  we  need  additional  authority  to  do  so. 

Mrs.  Roukema.  Does — yes,  Mr.  Fiechter? 

Mr.  Fiechter.  I  would  echo  Comptroller  Ludwig's  comments  that 
explicitly  FDICIA  does  require  that  all  of  us  take  into  account  this 
new  interest  rate  risk  and  setting  our  interest  rate  capital  require- 
ment. We  are  all  moving  to  put  that  provision  into  effect. 

We,  as  I  mentioned  in  my  oral  statement,  do  have  an  interest 
rate  risk  model  out  there  that  does  collect  information  on  deriva- 
tives, and  it  is  our  intent  at  the  beginning  of  next  year  to  explicitly 
have  our  capital  requirements  reflect  the  derivative  activity  of  the 
institutions. 

Mrs.  Roukema.  Thank  you. 

Yes,  Ms.  Phillips. 

Ms.  Phillips.  I  would  add,  with  respect  to  the  capital  require- 
ments, the  FDIC  Improvement  Act  did,  in  fact,  give  us  significantly 
broader  authority  with  respect  to  strengthening  capital  require- 
ments. For  example,  if 

Mrs.  Roukema.  Are  you  exercising  it  to  the  maximum? 

Ms.  Phillips.  I  believe  so.  Those  rules  are  being  developed  on  an 
interagency  basis  and  are  in  fact  in  process. 
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With  respect  to  safety  and  soundness  of  banks,  we  do  have  the 
authority  now  in  fact  to  write  rules  that  would  affect  the  safety 
and  soundness  with  respect  to  derivatives.  So  I  think  that  that  au- 
thority does  exist  at  this  time. 

Mrs.  RouKEMA.  Thank  you. 

Mr.  Beese. 

Mr.  Beese.  I  would  note  the  authority  that  the  Congress  granted 
the  SEC  under  the  Market  Reform  Act  of  1990,  which  is  the  basis 
for  the  Risk  Assessment  Program  which  I  described  in  my  opening 
statement.  That  Risk  Assessment  Program  is  under  way  now,  has 
been  under  way  for  a  year,  and  it  has  given  the  Commission  signifi- 
cant new  ability  to  take  a  look  at  the  derivatives  activities  of  both 
holding  companies  and  unregulated  affiliates  of  securities  firms.  It 
also  has  given  us  significant  new  ability  to  try  to  comprehend  the 
scope  and  size  of  this  market. 

Mrs.  RouKEMA.  Ms.  Bair. 

Ms.  Bair.  I  just  wanted  to  say,  in  terms  of  the  CFTC's  own  study, 
we  entered  into  a  very  comprehensive  look  at  the  regulatory  re- 
gimes of  each  of  the  individual  regulators  who  have  pieces  of  this 
market. 

Also,  our  size  and  scope  analysis  indicated  that  the  overwhelm- 
ing majority  of  both  dealers  and  end-users  in  these  markets  are 
regulated  institutions.  You  need  to  differentiate  that  from  whether 
the  markets  themselves  are  regulated.  But  in  terms  of  the  partici- 
pants in  the  markets,  most  of  them  are  already  regulated. 

We  have  concluded,  as  have  other  regulators,  that  no  additional 
statutory  authorities  are  needed  at  this  time.  The  current  regula- 
tory structure  is  flexible  enough,  we  think,  to  deal  with  these 
issues.  However,  in  recommending  the  Interagency  National  Coun- 
cil [INC],  we  indicated  that  we  think  disclosure  and  reporting  re- 
quirements— information  access — is  a  very  basic,  fundamental 
problem  in  terms  of  actually  evaluating  what  the  true  risk  expo- 
sures of  the  various  institutions  are.  That  is  one  of  the  primary 
things  that  the  INC  should  look  at. 

In  terms  of  the  presence  of  entities  in  these  markets  that  are 
otherwise  unregulated,  we  also  list  that  as  an  agenda  item.  We 
think  the  regulators  should  get  together  and  look  at  them  and 
maybe  after  that  happens,  that  there  would  be  a  recommendation 
for  additional  legislation. 

Mrs.  RouKEMA.  Mr.  Chairman,  this  is  an  interesting  response 
and  it  is  somewhat  helpful  and  somewhat  hopeful,  but  I  would  add 
to  your  request,  your  request  for  a  written  report,  that  we  then 
ask,  with  some  specificity,  how  each  of  these  agencies  is  going  to 
immediately  adjust  their  regulatory  actions  to  meet  the  standards 
which  they  claim  in  the  law  they  already  have  eis  it  directly  applies 
to  derivatives,  and  I  think  we  should,  in  our  oversight  capacity, 
have  a  report  in  the  near  future,  if  not  at  a  time  certain. 

The  Chairman.  The  gentlelady  will  draft  her  addendum.  We  will 
submit  them  together. 

Mrs.  RouKEMA.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Let  me  just  say,  if  you  will  yield  to  me,  we  are 
dealing  here  with  what  I  think  exceeds  the  capacity  of  any  one  sov- 
ereign nation.  We  have  in  a  nanosecond  tremendous  movements 
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worldwide.  I  mean,  right  this  minute,  billions,  hundreds  of  billions. 
And  so  sooner  or  later  it  is  going  to  take  the  leadership  of  some 
sovereign  nation  to  get  a  concert  of  nations  to  see  how  they  can 
regulate  this  worldwide.  But  that  I  will  leave  for  better  minds  than 
mine. 

What  I  will  also  add  is  that  we — that  is,  I  and  the  staff^are  very 
much  impressed  with  Mr.  Fiechter's  very  competent  and  successful 
implementation  of  the  act  we  passed  with  respect  to  the  OTC  over- 
sight. And  we  are  very  pleased.  We  want  to  compliment  you. 

Mr.  Neal. 

Mr.  Neal.  Thank  you,  sir. 

Several  of  you  have  focused  on  how  regulators  incorporate  risks 
associated  with  derivatives  into  the  assessments  of  risk-based  cap- 
ital. One  of  you,  you  especially,  Ms.  Phillips,  focused  on  this.  And  I 
am  wondering  how  you — and  Mr.  Fiechter  also  talked  about  devel- 
oping an  economic  model  for  this. 

This  is  really  what  I  am  wondering  about,  how  you  go  about  de- 
termining the  proper  levels  of  capital.  How  do  you  assess  the  risk 
to  apply  your  risk-based  capital  standards,  and  the  timing  of  such 
assessments. 

I  mean,  if  you  assess  risk — it  seems  to  me  that  these  markets 
change  so  rapidly,  that  even  if  you  try  to  assess  risk  over  a  month- 
ly period  or  something  similar,  you  could  get  daily  changes  that 
would  throw  that  out  of  whack,  or  maybe  if  you  did  it  yearly  you 
would  certainly  often  be  out  of  date  with  your  estimates  of  capital 
needed. 

So  I  guess  anjrway,  that  is  the  kind  of  question  I  am  trying  to  get 
at,  whether  we  have  a  good  handle  on  that.  Do  we  really  know  how 
to  assess  the  risk,  and  then,  follow  that  up  with  adequate  capital 
requirements? 

Ms.  Phillips. 

Ms.  Phillips.  Surely.  With  respect  to,  for  example,  interest  rate 
risk,  and  we  are  in  the  process  of  finalizing  that  proposal,  and  that 
was  part  of  FDICIA.  Now,  the  existing  risk-based  capital  standards 
mainly  concentrate  on  credit  risk,  but  we  are  making  adjustments 
to  the  rules  to  take  into  account,  for  example,  interest  rate  risk.  I 
might  mention  that  that  is  an  interagency  effort. 

Mr.  Neal.  May  I  ask  you,  is  that  also  a  part  of  the  Basle  accords? 

Ms.  Phillips.  They  have  put  out  new  proposals  for  comment — we 
published  in  this  country  their  report.  In  addition,  there  is  a  dis- 
cussion paper  on  interest  rate  risk  that  is  a  little  bit  different  than 
the  approach  we  are  taking  domestically,  but  we  believe  that  they 
will  in  fact  be  compatible.  We  may  ultimately  have  to  make  some 
adjustment.  But  there  are  efforts  being  made  for  them  to  be  com- 
patible. And  bearing  in  mind  that  not  all  banking  institutions  uti- 
lize these  instruments,  we  are  trying  to  balance  the  regulatory 
burden  against  the  need  to  make  the  appropriate  adjustments. 

There  will  be  sort  of  a  minimum  screen  for  banks  over  a  certain 
amount  that  utilize  derivatives.  Above  a  certain  amount  of  risk  as- 
sumed, banks  will  have  to  make  adjustments  to  capital.  They  can 
utilize  their  internal  mechanisms,  if  they  are  approved  by  the  bank 
examiners,  and  that  would  be  done  on  a  case-by-case  basis  looking 
at  the  particular  systems,  and  those  would  be  measured  against 
our  own  internal  models  and  systems. 
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There  would  also  be  a  standardized  approach  which  each  bank 
would  have  the  opportunity  to  utilize.  Basically,  it  takes  all  of  the 
instruments,  slots  them  into  various  time  periods.  Then  there 
would  be  risk  factors  assessed  against  those,  and  capital  would  be 
calculated  from  that.  It  is  a  complicated  process.  But  these  are 
complicated  instruments.  Does  that  respond? 

Mr.  Neal.  I  think  so.  You  did  say  that  you  use  the  bank's  own 
internal  analyses  of  risk,  but  do  you  have  a  way  of  measuring  that 
against  some  objective  standard  also? 

Ms.  Phillips.  When  the  proposal  was  first  put  out  for  comment, 
a  number  of  the  commenters  suggested  that  our  proposed  system 
was  too  simple,  that  in  fact  we  didn't  take  into  account  the  sophis- 
ticated techniques  they  had  in  place.  So  what  we  now  have  out  in 
fact  for  final  comment  is  to  allow  the  banks  to  utilize  their  internal 
systems  if  they  are  approved  by  the  bank  examiners. 

To  the  extent  they  don't  have  such  systems,  then  they  would  uti- 
lize the  standardized  system  that  is  contained  in  the  rule. 

Mr.  Neal.  Mr.  Fiechter. 

Mr.  Fiechter.  In  some  respects  I  would  prefer  to  respond  for  the 
record,  because  it  might  take  us  a  couple  of  days  to  describe  our 
system.  I  am  also  a  little  reluctant 

Mr.  Neal.  Well,  would  you  do  that,  please?  I  am  trying  to  under- 
stand this,  and  I  must  tell  you  I  am  having  a  little  difficulty  with  it 
myself. 

Mr.  Fiechter.  With  Congressman  Bacchus  here,  I  am  also  con- 
cerned because  the  reports  that  thrifts  have  to  file  are  longer  than 
our  call  report,  in  essence,  and  we  have  received,  with  some  justifi- 
cation, an  awful  lot  of  concern  from  thrifts  over  the  paperwork 
burden  associated  with  the  approach  that  we  have  taken,  and  we 
have  tried  to  limit  it  by  exempting  some  institutions.  But  we  would 
be  happy  to  explain  our  process  in  some  detail  to  you. 

Mr.  Neal.  I  would  appreciate  that.  I  don't  know  whether  you 
want  a  brief  summary  of  it.  Mr.  Chairman,  I  see  the  light  is  on. 

Mr.  Fiechter.  I  can  give  a  brief  summary,  if  you  like. 

The  Chairman.  In  his  report,  in  his  written  statement,  it  is 
pretty  good.  But  you  can  respond  in  writing,  if  that  is  all  right. 

Mr.  Neal.  Oh,  sure. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  All  right. 

Mr.  Fiechter.  Do  you  want  me  to  give  a  brief  2  seconds? 

Mr.  Neal.  Well,  I  see  my  red  light  is  on.  It  is  up  to  you. 

The  Chairman.  It  is  all  right. 

Mr.  Fiechter.  In  a  nutshell,  what  we  have  required  really  since 
the  beginning  of  1990  is  our  thrifts  have  to  report  to  us  every  3 
months  a  whole  range  of  information  on  the  various  instruments 
they  hold.  What  we  do  is  we  at  OTS  have  a  computer  model  that 
we  spent  years  developing,  we  worked  with  Wall  Street,  and  so 
forth,  and  in  a  nutshell,  we  test  that  model,  test  the  balance  sheet 
of  the  thrift  against  various  changes  in  interest  rates — looking  at 
the  whole  portfolio,  not  individual  instruments — and  review  what 
the  capital  position  of  the  institution  is  after  various  shocks  from 
interest  rate  changes,  what  the  effect  will  be  on  the  institution. 

We  require  the  board  of  directors  every  3  months  to  meet  and 
review  what  the  thrift  management  has  earlier  predicted  would  be 
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the  effect  on  the  institution  from  a  rate  change.  Every  3  months 
the  Board  sits  down  and  says,  you  said  that  if  rates  went  up,  this  is 
what  would  happen  to  our  net  worth.  What,  in  fact,  has  happened? 

A  consequence  of  this  effort  on  the  part  of  the  directors,  the  fact 
that  we  have  sensitized  them,  is  that  a  lot  of  thrifts  have  moved 
out  of  what  we  all  would  consider  higher  risk  derivatives.  The 
charts  are  pretty  impressive  with  the  thrifts  moving  out  of  the  lOs 
and  the  POs  and  into  much  lower  risk  instruments. 

We  have  actually  had  some  concern  that  we  have  perhaps 
pushed  too  much  interest  rate  risk  out  of  the  industry,  that  part  of 
the  value  added  is  taking  rate  risk,  but  that  we  have  so  sent  such  a 
chill  through  these  institutions,  that  they  may  have  gone  the  other 
way  too  far,  you  know,  from  not  making  fixed  rate  mortgages  at  all 
anymore,  selling  every  fixed  rate  loan  they  make  to  avoid  any  type 
of  interest  rate  risk.  And  that  is  not  our  objective  either. 

But  again,  we  have  got  summaries,  we  have  300-page  descrip- 
tions of  our  model,  and  we  will  give  your  staff  anything  in  any 
degree  that  you  would  like. 

Mr.  Neal.  Thank  you. 

The  Chairman.  Thank  you. 

Mr.  Leach. 

Mr.  Leach.  I  will  pass  for  now. 

The  Chairman.  Mr.  McCandless. 

Mr.  McCandless.  Am  I  on,  Mr.  Chairman?  I  am  going  to  try  a 
system  here  to  beat  the  lights.  I  am  going  to  ask  two  questions  and 
then  the  answers  will  have  to  be  given.  Therefore,  if  we  run  over 
the  5  minutes,  it  won't  be — how  does  that  sound,  pretty  good? 

All  right.  My  first  question  would  be  to  Chairman  Bair.  Relative 
to  an  article  that  appeared  in  the  Wall  Street  Journal  yesterday, 
the  headline  of  which  was  "CFTC  Ducks  the  Issue  on  How  to  Regu- 
late Derivatives,"  and  if  I  were  to  paraphrase  this,  it  goes  some- 
thing like  this.  U.S.  regulators  have  been  frustrated  by  the  fact 
that  these  instruments  fall  in  nobody's  clear  jurisdiction,  but  they 
combine  traditional  assets  in  complex  new  ways. 

Are  you  in  sync  with,  would  you  like  to  expand  on  that  a  little 
bit? 

The  second  question  is  to  Mr.  Fiechter.  In  your  statement  to  the 
committee,  you  referred  to  an  Indiana  case  last  year,  Brane  vs. 
Roth,  in  which  a  grain  elevator  operator  that  did  not  hedge  could 
be  held  liable  for  losses  it  sustained. 

My  question  to  you  after  Ms.  Bair  answers  hers,  is  that  the  tip  of 
the  iceberg,  or  is  this  some  isolated  case? 

Ms.  Bair. 

Ms.  Bair.  Thank  you,  Congressman. 

I  appreciate  the  opportunity  to  respond  to  that  headline,  because 
I  was  somewhat  distressed  by  it.  No,  I  don't  think  the  CFTC  dodged 
the  issues  at  all.  Our  staff  took  a  very  exhaustive  look  at  the  cur- 
rent data  that  is  available.  We  had  to  go  to  a  number  of  different 
sources  for  the  data  on  the  size  of  these  markets. 

You  have  to  rely  on  the  industry  for  a  lot  of  the  data.  It  is  not 
kept  in  uniform  locations.  It  was  a  Herculean  task  just  to  put  it 
together  and  try  to  make  some  sense  out  of  it. 

We  looked  at  all  the  defaults  that  have  occurred,  the  limited  ex- 
periences that  we  have  had  with  regard  to  defaults  of  swap  market 
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participants,  we  did  detailed  analyses  of  those.  We  took  a  compre- 
hensive look  at  the  current  regulatory  structures.  There  are  short- 
comings in  the  data  that  is  available,  but  based  on  what  we  do 
have  and  were  able  to  analyze,  we  simply  cannot  say  that  there 
have  been  significant  problems  in  these  markets  that  have  had  any 
kind  of  systemic  ramifications  that  would  justify  expanded  statuto- 
ry changes  at  this  time. 

That  may  not  be  a  very  glamorous  conclusion,  but  it  took  a  lot  of 
staff  work  to  go  over  the  available  data,  and  we  have  generated 
over  400  single-spaced  pages  of  staff  working  papers  in  addition  to 
our  report.  I  appreciate  the  opportunity  to  defend  our  position,  be- 
cause I  think  the  staff  did  an  excellent  job,  and  that  is  just  the  best 
we  can  do  at  this  point  based  on  available  data. 

We  have  made  an  effort  to  try  to  articulate  what  we  think  the 
more  valid  issues  are,  and  again,  calling  for  greater  interagency  co- 
ordination. Because  of  the  various  different  interests  of  each  of  the 
various  regulators,  we  think  structured  interagency  coordination  is 
imperative. 

Mr.  McCandless.  Thank  you. 

Mr.  Fiechter. 

Mr.  Fiechter.  Congressman,  I  hope  that  that  was  an  anecdotal 
instance.  As  I  was  answering  Chairman  Neal's  question,  the  objec- 
tive of  including  that  was  merely  to  point  out  that  occasionally,  in- 
stitutions that  do  not  hedge  through  the  use  of  various  more  so- 
phisticated techniques  take  on  more  risk  than  institutions  that 
stay  away  from  various  derivative  instruments  and  through  more 
traditional  activities  take  on  interest  rate  risk. 

There  are  times  when  in  a  sense  not  to  speculate  is  riskier  than 
speculating.  If  you  have  an  institution  that  has  a  lot  of  short-term 
deposits  and  takes  on  fixed-rate  mortgages,  that  is  a  very  risky  in- 
strument— or  institution.  If  that  institution  does  not  hedge,  we 
should  come  down  on  that  institution. 

I  think  that  is  what  happened  with  this  grain  operator  that 
bought  futures  or  whatever,  did  not  properly  hedge,  and  ended  up 
losing  a  lot  of  money. 

Mr.  McCandless.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Mr.  McCandless. 

Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  first  of  all,  I  want  to  thank  you  very  much  for 
holding  this,  what  I  think  is  a  very  important  hearing  today.  I 
think  it  is  sort  of  a  reconfirmation  of  the  leadership  that  you  have 
shown  on  this  committee  to  concern  yourself  about  what  ultimately 
can  be  consumer  risk,  and  just  the  taxpayer  risk  of  the  financial 
instruments  that  have  been  developed  by  our  country  over  the 
course  of  the  last  dozen  or  more  years. 

I  think  the  basic  concern  is  that  this  is  simply  another  sort  of 
Wall  Street  developed  house  of  cards,  that  what  we  have  here  is 
not  a  way  to  actually  enhance  the  wealth  of  the  country  or  the 
wealth  of  the  world,  that  this  perhaps  offers,  as  is  not  really 
brought  out  so  far,  some  capability  of  providing  more  stability  to 
certain  institutions,  and  in  that  sense,  I  don't  think  anybody  would 
have  a  quarrel  with  what  is  being  done. 
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I,  before  I  came  to  Congress,  started  a  company  that  sold  a  great 
deal  on  the  futures  markets.  And  the  trouble  is  that  you  get  people 
that  feel  that  they  know  and  understand  where  the  markets  are 
going,  and  as  Ms.  Bair  just  nodded,  the  traders  basically  feel  that 
they  know  a  hell  of  a  lot  more  than  any  regulator,  and  really,  any 
guy  that  owns  the  company,  as  I  can  guarantee  you. 

And  the  problem  with  that  is,  that  you  get  into  a  situation  where 
they  begin  to  believe  that  they  know  where  the  markets  are  going. 
They  are  very  aggressive  because  they  are  getting  paid  huge 
amounts  of  money  in  many  cases  for  this  tremendous  amount  of 
hard  work  and  knowledge  and  everything  else  that  they  put  into 
their  jobs. 

But  I  also  remember  just  a  few  years  ago  when  the  stock  market 
took  a  tremendous  crash  and  the  Fed,  as  I  think  Ms.  Phillips,  had 
to  actually  go  in  and — I  am  not  sure  it  was  the  Fed,  but  I  think  it 
was  the  Fed  had  to  go  in  and  help  out  one  or  two  organizations 
that  were  backing  up  some  of  the  exchanges,  and  did  so  without 
ever  having  sort  of  received  congressional  authority  to  do  so. 

It  just  seems  to  me  that  it  wouldn't  be  that  difficult  for  the  regu- 
lators not  to  wait  for  the  Basle  accords  to  come  to  grips  with  it,  but 
to  just  put  certain  parameters  around  the  size  of  risk  that  anyone 
that  deals  in  derivatives  is  allowed  to  take  with  the  knowledge  that 
ultimately  it  can  be  the  country's  economy  or  the  taxpayer  that  is 
on  the  hook.  And  in  that  regard,  I  just  don't  see  this  as  being  that 
difficult  a  task. 

It  seems  to  me  that  this  is  probably  reminiscent  of  the  kind  of 
crisis  that  took  place  in  the  late  1970's  when  there  was  this  inter- 
est rate  risk  that  many  savings  and  loans  were  going  through  that 
came  in  and  said  they  needed  some  extra  powers.  It  looked  like 
they  were  going  to  make  a  lot  more  money.  Everybody  seemed  very 
confident.  I  can  imagine  the  same  answers  being  given  by  the  regu- 
lators that  came  in  before  this  committee  saying.  Look,  this  thing 
looks  pretty  good,  it  is  a  way  for  them  to  make  some  more  money, 
there  are  other  people  out  there  in  the  society  that  are  doing  it, 
why  don't  we  let  them  go  ahead  and  go  at  it. 

All  I  am  saying,  shouldn't  we  learn  something  by  the  fact  that 
we  have  made  out  a  half  a  trillion  dollars  to  those  mistakes  in  the 
past  and  we  cannot  allow  these  speculators  to  continue  the  sort  of 
stability  aspects  of  their  trading,  and  at  the  same  time  be  able  to 
prevent  them  from  taking  undue  risk  with  a  fairly  simple  rule 
about  the  amount  of  capital  they  can  put  at  risk. 

Now,  they  are  not  going  to  ever  be  able  to  tell  you  exactly  how 
much  capital  they  have  at  risk,  despite  whatever  they  are  going  to 
tell  you,  but  they — you  can  sort  of  create  a  foundation.  You  can 
create  a  bottom  line.  And  that  is  what  I  would  suggest  heartily 
that  you  do. 

Mr.  Beese,  could  you  just  respond  to  that,  please? 

Mr.  Beese.  Yes,  Mr.  Kennedy.  I  commend  you  on  your  comments. 
It  leads  me  right  into  exactly  what  the  SEC  has  been  doing  over 
the  last  year. 

We  put  in  place  a  Risk  Assessment  Program  a  year  ago;  we  have 
received  two  quarters  of  data  now.  For  the  first  time  we  are  able  to 
take  a  look  at  the  full  scope  of  the  derivatives  activities  of  these 
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firms  and  our  staff  is  directed  to  report  back  next  year  as  to  wx^at 
that  risk  assessment  will  show. 

Mr.  Kennedy.  You  understand  that  about  half  these  derivatives 
are  sold  not  on  the  open  market  and  you  feel  like  you  can  get  a 
handle  on  those  transactions  as  well. 

Mr.  Beese.  Both  in  the  holding  company  and  in  the  unregistered 
affiliates.  The  Risk  Assessment  Program  allows  us  to  get  a  scope  of 
the  total  exposure  of  these  firms,  including  the  over-the-counter 
market. 

We  also  have  solicited  comment  on  a  net  capital  concept  release 
that  is  doing  what  you  suggested,  frankly. 

Mr.  Kennedy.  OK.  Mr.  Ludwig  and  Ms.  Phillips,  Mr.  Fiechter 
and  Mr.  Hove,  are  you  feeling  that  your  agencies  are  conducting 
similar  safeguards  to  what  Mr.  Beese  just  described? 

Ms.  Phillips.  I  believe  the  capital  requirements  do  assess  the 
risk  exposure  of  banks  that  we  supervise. 

Mr.  Kennedy.  OK.  So,  Ms.  Phillips,  you  are  fully  prepared  to 
have  whatever  takes  place  in  these  markets,  go  back  to  what  you 
just  said,  your  statement  that  this  risk  is  already  being  taken  into 
account,  no  matter  what  occurs  in  these  markets  for  the  next  10 
years.  So  if  something  should  occur  that  is  not  particularly  helpful, 
you  are  going  to  feel  that  what  your  agency  is  already  taking  into 
account  will  prevent  the  kinds  of  undue  losses  or  effects  on  the 
economy  that  have  occurred  in  times  past? 

Ms.  Phillips.  I  am  not  sure  that  one  can  ever  be  fully  assured 
that  we  have  a  fail-safe  kind  of  environment.  Banking  does  entail 
some  risk-taking.  I  don't  think  there  is  any  doubt  about  that. 

I  think  what  we  have  learned  from  past  experience  looking  at 
the  volatility  in  various  markets  so  that  our  models  can  take  this 
into  account.  But  certainly  I  can't  give  you  assurance  that  nothing 
is  ever  going  to  happen  that  would  result  in  exposure.  In  fact,  I 
think  in  my  testimony  I  tried  to  say  that  we  are  on  an  ongoing 
basis  trying  to  assess  whether  or  not  derivatives  have 

Mr.  Kennedy.  Are  you  collecting  data  the  same  way  Mr.  Beese 
is? 

Ms.  Phillips.  Yes,  through  the  examination  process. 

Mr.  Kennedy.  And  how  many  banks  are  you  examining  this  year 
out  of  how  many? 

Ms.  Philups.  Excuse  me? 

Mr.  Kennedy.  How  many  are  you  examining  out  of  how  many? 

Ms.  Phillips.  We  examine  bank  holding  companies  and  State 
member  banks. 

Mr.  Kennedy.  Yes.  I  just  asked  a  fairly  simple  question.  How 
many  banks  examinations  are  you  going  to  be  conducting  out  of 
how  many  total  banks  that  you  are  required  to  examine? 

Ms.  Phillips.  About — staff  is  reminding  me,  about  900. 

Mr.  Kennedy.  Out  of? 

Ms.  Phillips.  Out  of  the  total  number  of  banking  institutions? 

Mr.  Kennedy.  Yes. 

Ms.  Phillips.  OK.  I  think  out  of  about  16,000?  Ten  thousand, 
excuse  me. 

Mr.  Kennedy.  So  900  out  of  10,000. 

Ms.  Phillips.  Those  we  examine  are  only  State  member  banks. 
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Mr.  Kennedy.  Yes.  And  you  are  going  to  assure  this  committee 
that  you  are  on  top  of  the  situation? 

Ms.  Phillips.  I  beUeve  through  the  examination  process  we  are.  I 
might  say  that  some  of  those  banks  are  not  the  most  active  in  the 
derivatives  markets,  though. 

Mr.  Kennedy.  Well,  if  that  is  supposed  to  provide  us  with  more 
assurance,  Ms.  Phillips,  I  don't  think  it  does. 

But  in  any  event,  I  asked  the  question  to  simply  point  out  that  I 
am  not  certain  that  you  really  are  on  top  of  what  the  risk  is.  I 
don't  know  that  you  are  not;  I  just  don't  know  that  you  are. 

Mr.  Ludwig. 

Mr.  Ludwig.  Congressman  Kennedy,  you  and  the  other  members 
of  the  committee  certainly  have  a  right  to  be  concerned  with  this 
growing  market.  Our  first  step  with  Banking  Circular  277,  which 
we  issued  yesterday,  is  an  attempt  to  assure  ourselves  that  these 
institutions  are  taking  each  of  the  risks  that  are  inherent  in  de- 
rivatives into  consideration,  and  that  they  are  setting  limits  as  to 
each  of  those  risks. 

In  terms  of  our  examination  situation,  there  are  only  about  700 
banking  institutions  in  this  country  out  of  12,000  that  are  involved 
in  the  derivatives  markets.  And  the  largest  10  account  for  probably 
90  percent  of  the  activity.  In  the  case  of  those  national  banks  that 
are  actively  involved,  we  have  resident  full-time  bank  examiners 
who  are  well  aware  of  derivatives. 

That  is  not  to  say  that  we  are  totally  comfortable  or  that  we  are 
going  to  be  sitting  still;  we  will  be  doing  more  constantly  in  this 
area.  That  is  why  when  I  took  this  job,  one  of  my  three  senior  hires 
was  an  expert  in  derivatives.  It  is  an  area  which  you  have  to  be  on 
top  of;  and  it  is  constantly  changing,  and  we  have  to  change  with 
it. 

Mr.  Kennedy.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Mr.  Kennedy. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

First,  a  followup  question  to  the  issue  that  Mr.  McCandless 
raised  and  the  AIG  issue.  One  of  the  real  questions  is,  who  is  in 
charge  of  regulating  this  particular  insurance  company,  and  should 
we  be  thinking  in  terms  of  regulation  less  by  type  of  institution 
than  by  type  of  activity? 

One  has  a  sense  that  AIG  was  operating  somewhat  on  its  own, 
perhaps  successfully,  perhaps  unsuccessfully.  I  don't  know.  Have 
you  at  the  Fed  or  the  Treasury,  or  for  that  matter  the  SEC  or 
CFTC  thought  in  those  terms? 

Mr.  Ludwig.  Would  you  like  me  to  respond? 

Mr.  Leach.  Yes,  Mr.  Ludwig. 

Mr.  Ludwig.  There  is  an  advantage  to  regulating  by  type  of  insti- 
tution. That  is  that  we  have  resident  examiners  on-site  in  the  larg- 
est banks  who  are  continuously  conducting  examinations,  including 
looking  at  derivative  activities,  which  are  integrated  into  various 
departments  of  the  bank.  As  to  the  coordination  that  CFTC  Chair- 
woman Bair  suggested,  we  are  totally  on  board.  I  think  there  has 
to  be  constant  coordination. 
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Mr.  Leach.  Who  would  be — I  mean,  let's  say  a  major  insurance 
company  gets  active  in  the  derivative  markets.  Who  is  going  to  reg- 
ulate it,  of  this  panel?  Is  anyone  raising  their  hand  to  say  I  am? 

Ms.  Phillips.  State  insurance  commissioners. 

Mr.  Leach.  This  raises  a  very  interesting  question,  and  that  is  if 
the  State  insurance  commissioners  are  in  charge,  is  there  anyone 
in  this  room  who  thinks  they  have  the  adequate  capacity  to  do  it? 

And  if  no  one  raises  their  hand,  does  that  imply  that  maybe  Con- 
gress ought  to  address  that  issue?  I  personally  suspect  it  might. 

Here  I  would  only  stress  in  terms  of  types  of  companies  that  get 
involved,  if  we  go  to  the  CFTC  experience,  it  is  my  understanding 
that  in  terms  of  use  of  futures  markets,  a  very,  very  high  percent- 
age of  speculators  or  what  you  describe  as  speculators,  are  losers. 
People  who  most  usefully  use  the  futures  market  in  a  speculative 
sense  are  those  people  that  are  largely  hedgers  and  somewhat  spec- 
ulators, or  are  entirely  hedgers. 

The  only  reason  I  raise  this  perspective  is  that  if  you  don't  have 
some  regulation  by  type  of  instrument  as  well  as  by  type  of  institu- 
tion, the  problem  of  the  new  kids  on  the  block  is  one  that  I  think  is 
very  high.  That  is,  I  personally  think  that  some  of  the  best  con- 
straints are  coming  from  the  private  sector,  because  they  recognize 
some  of  the  risks,  but  that  by  definition,  given  the  sums  of  money 
involved,  you  are  going  to  have  a  lot  of  new  kids  on  the  block  that 
are  going  to  be  of  a  somewhat  less  prudential  nature. 

And  so  I  think  there  is  a  duty  to  look  at  this  issue  more  from 
that  perspective.  I  personally  would  think  that  over  time,  all  of  you 
ought  to  be  advising  us  and  we  ought  to  be  thinking  through  how 
we  proceed  in  regulation. 

Anyway,  let  me  just  go  on  in  one  other  way.  The  Group  of  Thirty 
has  come  out  with  their  study,  which  I  think  is  constructive  and 
helpful  but  avoided  some  critical  issues  like  capital  requirements.  I 
am  not  convinced  that  anyone  has  a  very  good  handle  on  how 
much  capital  should  be  set  aside  for  these  risks  and  how  much 
doesn't  need  to  be.  But  I  think  that  that  is  something  that  the  reg- 
ulators are  going  to  have  to  be  looking  at  directly. 

One  aspect  of  the  Group  of  Thirty  recommendations  that  I  think 
is  very  profound  is  that  top  management  has  to  be  held  accounta- 
ble and  has  to  be  involved  where  derivatives  are  concerned.  One  of 
the  powers  of  the  Federal  banking  regulators  is  removal  of  top 
management,  and  one  of  the  things  that  I  would  personally  like  to 
see  coming  from  the  banking  regulators  is  clear  notification  to  fi- 
nancial institutions  that  if  major  hits  occur  on  bank  capital  that 
have  implications  for  the  insurance  fund,  that  bank  management 
will  immediately  be  held  accountable. 

The  reason  I  raise  this  is  that  in  the  trading  function  which  I 
think  Mr.  Kennedy  described  rather  well,  traders  have  an  instinct 
of  both  self-confidence  and  personal  vested  interest.  On  the  upside 
they  get  percentage  salary  increases.  In  fact,  I  am  told  that  at  the 
Bank  of  America,  the  chairman  is  the  ninth  highest  paid  figure  at 
the  bank.  Eight  traders  exceed  him.  But  if  the  bank  loses,  the 
trader  doesn't  personally  lose. 

So  it  is  always  up  to  management  to  restrain  and  constrain  the 
actions  of  traders,  with  the  great  incentive  being  management 
losing  its  job.  That  ought  to  be  signaled,  not  only  from  a  stockhold- 
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er  perspective,  but  from  a  regulator  perspective,  and  that  is  the 
power  currently  in  law.  But  I  think  it  has  never  been  tied  to  banks' 
involvement  in  speculative  activities. 

So  I  hope  regulators  send  that  kind  of  signal.  I  don't  know  if  you 
agree  with  that.  Is  there  a  difference  of  opinion  in  that  regard? 

Mr.  LuDWiG.  No.  In  our  new  banking  circular,  we  in  fact  require 
that  senior  management  be  fully  informed,  inform  itself,  and  be  re- 
sponsible. But  you  have  taken  it  maybe  a  step  further.  I  under- 
stand where  you  are  going. 

Mr.  Leach.  Does  it  make  sense  to  you,  Ms.  Phillips? 

Ms.  Phillips.  Yes.  And  through  the  examination  procedures,  spe- 
cifically, the  examiners  do  look  to  see  whether  or  not  senior  man- 
agement are  apprised  and  have  risk  management  systems  in  place 
to  assess  the  risk  of  their  institutions. 

Mr.  Leach.  Fair  enough.  The  only  other  final  thing  I  would  like 
to  say  is  that  the  regulators  with  private  industry  input  should  be 
developing  model  risk  management  systems  which  borrow  from  the 
best. 

Frankly,  in  the  Group  of  Thirty  effort,  J.P.  Morgan  was  very 
forthcoming  in  pointing  out  some  of  the  things  that  it  does  in 
trying  to  institute  an  industry  standard.  But  it  is  in  the  vested  in- 
terest of  all  banks  have  solid  standards  for  other  banks.  There 
ought  to  be  some  major  input  from  the  regulators.  I  would  hope 
that  you  would  move  in  the  direction,  not  of  simply  asking  that 
certain  things  be  in  place,  but  that  you  have  model  institutional  ar- 
rangements, whether  they  relate  to  bank  capital  or  to  the  percent- 
age of  trading  activity  for  one's  own  account  vis  a  vis  customers' 
accounts. 

One  bank  in  New  York  says  that  only  20  percent  of  their  trades 
are  for  their  own  account  as  opposed  to  for  their  customers.  Other 
banks  have  quite  higher  percentages.  But  there  are  different  ways 
of  measuring  relativity — risk  as  well  as  capital — underpinning 
what  I  think  is  very  important  for  the  entire  system.  An  individual 
bank  cannot  be  assumed  to  have  100  percent  discretion,  because  of 
the  vested  interest  both  of  the  system  and  of  all  of  the  participants 
in  the  system  that  there  be  some  security.  The  implication  also 
being  that  if  you  develop  these  standards,  that  they  apply  to  non- 
banking  institutions  and  to  new  entrants.  It  is  perhaps  the  only 
way  to  contain  and  constrain  that  kind  of  risk  as  well. 

But  I  just  hope  you  are  forthcoming  in  the  development  of  what 
we  have  been  discussing.  You  have  to  do  it,  obviously,  with  a  great 
deal  of  input  from  the  industry.  I  don't  know.  Is  the  Fed  developing 
that? 

Ms.  Phillips.  I  might  mention  that  we  are  field  testing  now  our 
trading  activities  exam  manual  which  contains  a  sound  practices 
paper,  and  that  is  being  field  tested  at  this  time,  and  it  may  be 
that  at  some  point  after  we  go  through  that  process,  that  we  may 
issue  some  kind  of  policy  statement  specifically.  But  that  is  exactly 
the  process  in  which  we  are  engaged. 

Mr.  Leach.  Fair  enough.  I  thank  you. 

And  I  thank  the  chairman. 

The  Chairman.  Thank  you. 

Mr.  Bacchus. 
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Mr.  Bacchus  of  Florida.  Thank  you,  Mr.  Chairman,  and  thank 
you  for  summoning  us  to  this  hearing. 

I  have  a  lot  to  learn  about  this  issue,  as  apparently  we  all  do. 
Right  now  I  am  trying  to  decide  whether  this  is  a  problem  in 
search  of  a  solution,  a  series  of  possible  solutions  in  search  of  a 
problem.  I  haven't  reached  any  conclusion. 

I  will  say  this.  In  my  brief  time  in  the  Congress  I  have  noticed 
that  Chairman  Gonzalez  is  often  light  years  ahead  of  the  rest  of  us. 
He  called  hearings  on  BCCI  when  no  one  else  knew  what  it  was  or 
seemed  to  care.  He  gave  some  awfully  lonely  speeches  on  the  floor 
of  the  House  about  arms  sales  to  Iraq  and  was  ridiculed  for  doing 
so.  He  is  no  longer  ridiculed. 

So  I  have  learned  to  listen  to  him,  not  just  because  I  enjoy  his 
stories,  but  because  he  is  often  right.  I  don't  know  whether  he  is 
right  in  thinking  this  might  be  a  problem  that  needs  a  solution. 
That  is  why  we  are  here.  We  have  a  lot  to  learn. 

Mr.  Chairman,  I  have  a  number  of  questions  I  would  like  to 
submit  for  the  record.  But  for  today,  I  would  like  to  just  ask  one  of 
the  questions.  I  would  like  to  ask  it,  if  I  might,  of  Mr.  Hove. 

But  first  I  would  like  to  read  something  that  he  submitted  for 
the  record  from  his  testimony,  and  this  is  a  quotation.  "The  combi- 
nation of  sound  institution  management,  market  forces  and  appro- 
priate regulatory  supervision  under  existing  guidelines  sharply  re- 
duces the  likelihood  of  any  significant  disruption  in  the  banking  in- 
dustry as  a  result  of  financial  derivative  activities.  The  relevant 
regulatory  authorities  identify  adverse  actions  taken  and  positions 
assumed  by  an  institution  prior  to  their  developing  to  the  extent 
where  even  an  unforeseen  market  shock  could  result  in  failure. 
Such  actions  or  practices  are  stopped  or  restricted  under  the  gener- 
al authority  of  the  supervising  agency.  As  a  result,  the  FDIC  be- 
lieves that  the  risk  to  the  insurance  funds  posed  by  these  activities 
are  effectively  limited." 

Mr.  Hove,  the  question  I  have  is  this.  Has  any  U.S.  bank  ever 
experienced  financial  difficulties  because  of  its  activities  as  a 
dealer  in  derivatives  over  the  counter?  If  so,  could  you  tell  us  a 
little  bit  about  that  and  how  it  happened  and  why? 

Mr.  Hove.  No,  they  have  not.  And  again,  as  I  have  mentioned 
before,  there  are  not  a  lot  of  banks  that  are  in  a  dealer  derivative 
position.  Most  banks  use  it  as  an  end-user  to  manage  their  risk 
portfolio  or  manage  their  portfolio  for  interest  rate  risk.  Those  that 
are  dealers  in  a  large  sense  have  matched  their  book  or  matched 
their  portfolios,  so  that  the  risk  that  they  are  taking  from  one  end- 
user  they  match  off  to  another  end-user. 

Now,  the  risk  may  be  in  the  differential  if  there  is  a  credit  loss 
in  one  or  the  other  of  these.  But  in  order  for  the  large  systemic 
risk  that  you  are  talking  about  to  happen,  it  would  have  to  be  a 
dealer  institution  that  was  mismatched  in  a  large  manner  and  mis- 
matched with  institutions  in  such  an  amount  that  would  cause  a 
cascading  effect  of  not  only  the  dealer  institution  to  fail,  but  also 
other  institutions  to  fail  beyond  that. 

We  have  not  seen  that  happen.  It  appears  that  most  bank  dealers 
are  matching  their  portfolios,  so  that  there  does  not  seem  to  be 
that  tremendous  systemic  lisk  that  we  all  are  concerned  about. 
That  doesn't  mean  we  are  not  concerned  about  it,  but  we  haven't 
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seen  it  yet.  As  we  look  at  it  and  monitor  it  from  time  to  time,  we 
don't  see  that.  But  that  is  not  to  say  that  it  couldn't  happen,  and  it 
is  not  to  say  that  we  are  not  really  concerned  about  it. 

Mr.  Bacchus  of  Florida.  Thank  you,  Mr.  Hove. 

Thank  you,  Mr.  Chairman.  I  will  submit  the  further  questions 
for  the  record. 

The  Chairman.  Will  you  yield? 

Mr.  Bacchus  of  Florida.  Of  course,  sir. 

The  Chairman.  I  want  to  compliment  the  gentleman.  It  was  a 
definitely  good  and  incisive  question. 

Mr.  Bacchus  of  Florida.  "Thank  you,  sir. 

The  Chairman.  And  it  also  will  satisfy  your  confidence  as  to  why 
I  would  be  motivated  to  call  this  hearing. 

First,  we  have  had  some  miscalculation  and  losses.  The  great 
Perusi  conglomerate  in  Italy  lost  its  shirt,  over  $20  billion  in  this 
currency  futures.  And  it  involved  American  banks.  And  even 
though  it  hasn't  been  reported  in  the  American  press,  it  certainly 
has  been  in  the  European.  And  the  big  fight  right  now  is  how 
Perusi  is  going  to  be  able  to  spread  out  its  share  of  losses  and  con- 
tributions from  the  American  participants,  some  of  our  principal 
banks. 

Then  we  have  had  shadows  on  the  walls  long  before  this.  In  1974, 
in  fact,  at  that  time  I  was  a  little  bit  lower  and  I  couldn't  convince 
the  then  chairman  to  have  hearings,  but  we  had  the  Franklin  Na- 
tional Bank  go  broke,  and  the  reason  for  it  is  that  it  lost  all  of  its 
deposits,  $3.2  billion  because  of  its  trading,  if  you  want  to  call  it 
that.  To  me,  it  is  gambling  in  foreign  currencies.  That  was  in  1974. 

That  was  also  another  hallmark  year  because  it  was  also  the 
year  that  Continental  Illinois  went  under.  And  the  reason,  the  im- 
mediate cause,  there  were  underlying  causes,  but  the  immediate 
cause  was  that  in  3  days,  the  Japanese  and  the  Germans  and  other 
depositor  groups  withdrew  $8  billion  in  3  days. 

So  you  know,  it  shows  you  the  velocity  which  now  incrementally, 
it  is  exponential  in  growth.  In  fact,  as  I  said  earlier,  in  what  they 
call  now  a  nanosecond  you  can  have  these,  just  a  blip  on  the  com- 
puter, and  you  have,  in  the  world  market,  you  have  better  than 
100,000  traders  ranging  from  individuals  in  the  United  States  with 
a  computer  at  home,  that  if  they  can  get  the  necessary  money  to- 
gether, they  go  right  in  and  plug  in  and  they  are  in  the — you  can 
call  it  whatever  you  want  to.  In  my  book,  it  is  gambling.  And  gam- 
bling means  risk. 

Well,  our  life  is  a  gamble,  you  can  say.  But  when  we  have  deposi- 
tory institutions  that  are  insured  and  have  the  backing  of  the  tax- 
payer, that  is  when  I  think  we  have  an  inescapable  responsibility 
in  the  Congress.  That  is  the  reason. 

So  I  thank  the  gentleman  for  yielding. 

Mr.  Bacchus  of  Florida.  Thank  you,  Mr.  Chairman. 

The  Chairman.  But  we  do  have,  and  at  this  point  the  Perusi 
fiasco  is  very  much  present  and  alive. 

And  I  hope  that  caution  and  restraint  are  used.  But  when  you 
get  the  central  bankers  of  Germany  and  they  reach  the  point 
where  they  issue  a  report — which  incidentally,  I  am  going  to  ask 
unanimous  consent  that  the  Bundesbank  October  report  that  I  re- 
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ferred  to  in  my  introductory  remarks  be  placed  in  the  record  fol- 
lowing my  remarks  at  the  outset  of  the  hearing. 

Mr.  Leach.  Will  the  gentleman  yield? 

The  Chairman.  We  are  having  them  translated  by  the  Library  of 
Congress  and  that  is  the  only  reason  for  the  delay. 

Mr.  Leach.  Will  the  gentleman  yield? 

The  Chairman.  Yes. 

Mr.  Leach.  Should  we  pass  a  law  making  it  required  reading  for 
American  regulators? 

The  Chairman.  Well,  don't  get  me  wrong,  I  am  not  going  to  min- 
imize the  capacity  and  the  ability  of  American  regulators.  We  have 
a  system,  and  it  is  entirely  different.  We  have  a  different  cultural 
and  everything  else  heritage,  and  I  am  not  going  to  make  disparag- 
ing comparisons  by  saying  the  Germans,  that  doesn't  mean  that — 
they  just  have  a  different  system. 

The  bankers,  even  though  they  are  private  bankers,  traditionally 
and  for  centuries  considered  themselves  an  integral  part  of  the  gov- 
ernmental process.  They  work  in  conjunction.  And,  of  course,  that 
is  a  different  system. 

I  don't  know  that  I  would  necessarily — Italy,  for  instance,  despite 
all  of  the  disparaging  things  we  read  about  Italy  and  the  Italians, 
they  actually  have  a  tremendous  history  of — I  mean  most  noble 
and  able  financiers,  and  it  is  true  up  to  this  day.  But  they  are  in- 
volved in  a  serious  crisis.  And  all  I  am  saying  is  that  I  think — and  I 
have  always  believed,  once  I  served  in  the  public,  elected  represent- 
ative, legislative  capacity  on  the  city  council — that  it  wasn't 
enough  to  go  in  the  traditional  sense;  that  is,  the  political — as  I 
learned,  as  I  went  along  was  to  say.  Well,  don't  rock  the  boat.  Let's 
see  which  way  the  wind  is  blowing,  and  then  try  to  lean  that  way.  I 
felt  that  we  had  to  be  anticipating,  we  had  to  anticipate  things. 
And  this  is  what  I  call  these.  These  are  anticipatory  hearings, 
which  will  give  us  in  times  of  dispassionate  consideration  and  rela- 
tive calmness  a  chance  to  evaluate  and  assess  as  far  as  we  can  on 
our  level  intelligently  and  as  far  as  our  responsibility  and  constitu- 
tional power  statutorily.  That  is  the  only  reason. 

Mr.  Bacchus  of  Florida.  Will  the  chairman  yield  for  a  moment? 

The  Chairman.  Certainly.  You  yielded  to  me. 

Mr.  Bacchus  of  Florida.  Thank  you,  sir.  You  made  an  excellent 
point  about  the  history  of  Italian  banking  and  I  recall  the  rise  of 
Florence  in  the  mid-1 5th  century  that  was  fueled  by  the  rise  of  the 
Medici  family  and  their  rise  was  fueled  by  the  fact  that  they  were 
the  leading  commercial  bankers  in  Europe. 

The  Chairman.  Exactly. 

Mr.  Bacchus  of  Florida.  And  they  did  find  and  they  contributed 
to  art  and  culture  and  to  their  own  community  and  their  own 
nation  for  so  long  as  they  were  prudent,  as  Mr.  Bush  might  put  it. 
But  when  they  began  to  engage  in  deficit  spending  and  too  much 
gambling,  if  you  will,  they  began  to  decline,  and  Florence  declined 
as  well. 

The  Chairman.  That  is  the  loss  of  history.  But  there  again  is 
where  I  have  this  absolute  unlimited  faith  in  this  system  which  has 
given  us  an  opportunity  to  operate  in  and  contribute  whatever  it  is 
we  have. 
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I  at  no  time,  as  despondent  as  one  might  want  to  get,  or  fearful, 
have  ever  subsumed  to  the  pessimism  that — look,  this  country  has 
gone  through  epidemics  and  droughts  and  wars  and  civil  wars,  and 
even  supply  side  economics,  and  it  has  survived. 

Mr.  Bacchus  of  Florida.  We  are  not  yet  sure  if  we  survived 
supply  side  economics,  Mr.  Chairman. 

The  Chairman.  So  far  I  think  we  have  been  relatively  well  off. 
But  anyway,  thank  you  very  much,  Mr.  Bacchus. 
I  think  we  had  a  notice  here.  Are  those  the  first  or  second  bells? 
Mr.  Neal.  First.  I  think  we  will  have  time  to  recognize  Mr. 
Baker. 

Mr.  Baker.  I  shall  be  brief,  Mr.  Chairman.  I  won't  take  the  time 
to  correct  all  the  historical  observations  previously  made;  I  will 
just  move  on  directly  to  my  important  questions. 

The  Chairman.  Well,  Louisiana,  you  ought  to  give  us  some  his- 
torical  

Mr.  Baker.  Well,  we  certainly  could  tell  you  a  lot  about  gam- 
bling, Mr.  Chairman. 

I  am  going  to  direct  my  questions,  a  brief  statement  and  a  couple 
of  questions  to  the  Comptroller  because  of  the  issuance  of  the  circu- 
lar 277,  and  I  have  tried  to  read  it  and  I  don't  know  that  I  under- 
stand it,  so  I  am  making  this  statement  prior  to  questions  to  give 
you  my  frame  of  reference. 

As  I  understand  derivatives  in  the  marketplace,  they  are  really 
intended  to  be  risk  management  tools.  And  so  in  looking  at  the  de- 
rivatives market  as  a  risk  inherent  in  them,  it  is  somewhat  ironic 
that  it  was  developed  as  a  product  to  hedge  against  unforeseen 
market  risk,  that  the  policy  itself  seems  to  say,  before  you  jump, 
open  your  eyes  and  make  sure  you  understand  what  you  are  jump- 
ing into.  Assess  the  risk  and  then  move  ahead. 

And  principally,  for  nationally  insured  institutions  to  use  these 
vehicles  as  risk  management  tools,  not  as  speculative  investment 
practices,  and  even  there,  only  nominally  as  a  portion  of  our  over- 
all risk  management  strategy. 

That  being  the  case,  I  somewhat  differ  from  the  comments  of  an 
earlier  member  talking  about  the  need  to  regulate  product  rather 
than  institution.  I  think  we  cannot  regulate  product  successfully  as 
regulators,  because  we  always  are  responsive  to  market,  not  ahead 
of  the  market.  And  whatever  the  derivatives  product  line  looks  like 
today,  the  only  certainty  is  that  it  will  be  different  tomorrow.  Be- 
cause risk  changes,  therefore,  the  product  changes. 

As  a  result  of  that,  I  think  the  advisory  circumstance  which  you 
have  created  in  the  circular  is  well  founded  in  that  you  require  the 
institution  to  take  certain  actions  presettlement  before  taking  on 
the  bulk  of  the  unforeseen  obligation.  In  fact,  in  C-2  you  require 
the  presettlement  risk  analysis  to  include,  if  available,  simulation 
analysis  which  is  then  made  available  to  the  regulator. 

What  is  troublesome  to  me,  though,  about  the  regulatory  provi- 
sions is  that  in  C-1,  when  there  is  an  end-user  who  acquires  from 
the  bank,  you  then  look  to  the  banking  institution  to  do  all  that  is 
possible  to  advise,  but  go  even  one  step  further,  in  my  opinion,  by 
requiring  the  bank  board  to  document  that  they  are  not  guilty  in 
the  event  the  acquirer  later  suffers  a  loss  as  a  result  of  that  pur- 
chase. 


35 

I  think  the  "look  before  you  leap"  concept  is  excellent,  but  I 
think  we  are  going  a  little  too  far  when  we  say  the  fellow  who  sells 
it  not  only  has  to  look  where  you  are  leaping,  he  has  to  see  wheth- 
er you  land  on  your  feet  or  not,  and  that  he  may  be  responsible  for 
your  decision  to  enter  into  business  risk. 

So  I  wish  you  would  perhaps  address  the  question  of  the  appro- 
priateness of  that  level  of  liability,  because  it  appears  bank  direc- 
tors or  bank  officers  may  be  held  responsible  for  losses  of  third  par- 
ties. 

The  second  observation  and  question  deals  with  the  systemic  risk 
addressed  by  Mr.  Fiechter  and  others  that  may  or  may  not  occur.  I 
am  wondering  if  there  is  a  regulatory  mechanism  currently  avail- 
able to  you  in  somewhat  similar  fashion  to  that  of  trading  regula- 
tors of  the  market  where  a  significant  correction  phase  is  entered 
into  and  program  trading  is  suspended,  for  example. 

This  is  a  much  more  complex  market,  and  I  don't  know  that 
there  is  a  single  net  which  can  be  cast  over  all  the  participants  to 
stop,  for  example,  for  a  24-hour  period  all  trading  in  derivative 
markets. 

And  then  finally,  in  F-1  of  the  277,  you  speak  to  reduction  of  the 
counterparty  credit  exposure,  which  is — let  me  quote  you  there, 
where  in  order  "to  reduce  counterparty  credit  exposure,  national 
banks  use  master  closeout  netting  agreements." 

But  you  go  on  to  indicate,  that  where  that  is  legally  enforceable, 
of  all  matters  that  have  been  discussed  this  morning,  the  only  area 
in  which  I  see  there  may  be  need  for  further  legislative  action  is 
where  you  identify  under  current  United  States  Code,  master  net- 
ting agreements  may  not  be  legally  enforceable  and  explain  the  cir- 
cumstances, if  any  are  warranted,  where  corrections  in  current 
code  may  be  required. 

I  see  I  am  out  of  time,  but  to  the  extent  you  want  to  comment. 

Mr.  LuDWiG.  It  looks  like  you  did  read  with  care  and  understand 
it  awfully  well. 

Let  me  take  your  third  comment  first.  The  netting  agreement 
legal  risk  is  something  that  has  to  be  focused  on  more  broadly.  Net- 
ting agreements  can  reduce  risk  further,  but  they  only  reduce  risk 
to  the  extent  that  they  can  legally  be  entered  into.  That  is  some- 
thing that  we  are  concerned  about,  and  we  will  certainly  be 
making  that  point. 

Mr.  Baker.  If  there  are  any  specific  observations  you  can  make,  I 
would  be  most  appreciative  to  get  them. 

Mr.  LuDWiG.  We  will  be  pleased  to  respond  in  writing. 

Second,  we  did  go  further  than  I  think  most  banks  would  have 
wanted  us  to  go  in  terms  of  requiring  that  banks  consider  the  ap- 
propriateness of  the  derivative  instrument  for  purchase  by  the  end- 
user.  We  are  of  the  view  that  the  bank  as  end-user  has  to  be  so- 
phisticated to  use  these  tools  and  has  to  have  management  signoff 
and  understanding  before  they  use  it. 

Mr.  Baker.  But  my  concern  there  goes  to  the  issue  of  the  person 
rather  than  a  geographic  description.  Somewhere  in  comments  I 
have  read  attributed  to  you  about  a  concern  of  a  rural  agricultural 
institution  engaging  in  derivatives,  but  at  the  same  time  finding  it 
appropriate  for  an  individual  to  acquire  commodity  options  in  the 
same  market. 
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I  think  we  have  got  to  get  away  from  the  product  analysis  and 
give  pre-purchase,  presettlement  disclosure  and  let  the  individual 
make  the  assessment  of  risk,  rather  than  as  a  regulatory  policy 
saying  that  any  product  is  not  suitable  in  the  market. 

Mr.  LuDWiG.  I  certainly  agree  with  much  of  what  you  say  in 
terms  of  assessing  appropriateness  for  purchase.  It  is  very  much 
akin  to,  but  not  the  same  as,  the  suitability  analysis  used  in  securi- 
ties transactions.  But  this  does  add  an  additional  layer  of  protec- 
tion for  end-users  so  that  we  don't  have  banks  that  are  end-users 
getting  into  products  that  they  shouldn't. 

It  is  not  a  fail-safe,  it  is  not  a  guarantee,  but  we  think  it  helps.  I 
realize  it  does  put  a  burden  on  the  selling  institution  to  make  some 
assessment.  It  is  a  knowledge-based  assessment.  We  are  not  requir- 
ing that  they  study  all  of  the  procedures,  but  these  are  sophisticat- 
ed instruments,  and  the  seller  will  have  quite  a  bit  of  knowledge  as 
to  the  buyer's 

Mr.  Baker.  Let  me  give  you  the  converse.  The  bank  says  to  the 
consumer.  No,  you  shouldn't  buy  this.  The  consumer  keeps  records, 
comes  back  and  says.  If  I  had  bought  this,  I  would  have  been  able 
to  make  $4,000.  I  am  suing  you. 

Because  under  the  current  circumstances,  as  I  understand  it,  if 
you  advise  the  customer  and  he  loses  money,  he  could  then  come 
back  and  sue  you  for  loss  because  you  didn't  explain  the  risks  suit- 
ably well  enough  and  the  bank  is  going  to  have  to  document  suffi- 
ciently well  that  they  informed  the  person  of  the  risk  to  avoid  the 
liability. 

Mr.  LuDWiG.  I  would  like  to  respond  to  you  in  writing  on  that. 
We  don't  believe  it  goes  nearly  that  far  or  given  rise  to  that  kind  of 
liability. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  Baker.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  May  I  suggest  that  Mr.  Ludwig  be  given  a 
chance  to  consult  maybe  with  counsel  and  then  answer  you  in  writ- 
ing or  communicate  the  answer. 

Mr.  Baker.  Sure. 

The  Chairman.  Well,  thank  you  very  much.  We  have  about  5 
minutes  here  for  us  to  go  record  our  votes,  and  there  is  no  sense  in 
keeping  you  here.  You  have  now  gone  right  to  the  lunch  period, 
and  we  have  another  panel,  and  some  of  the  members  will  be 
coming  back,  but  we  want  to  make  sure  that  we  have  the  panel 
that  follows  you. 

Again,  let  me  say  how  grateful  we  are  to  you,  very  much,  ladies 
and  gentlemen.  And  we  will  be  in  communication  with  you  as  we 
go  into  future  hearings  on  this  subject  matter. 

Thank  you  very  much. 

[Recess.] 

The  Chairman.  The  committee  will  please  come  to  order. 

Gentlemen,  thank  you  once  again  for  taking  time  from  your 
duties  and  extremely  busy  schedules  of  your  own  to  be  here  help- 
ing this  committee.  Unless  there  is  some  other  member  who  might 
have  some  time  constraints  or  problems,  would  it  be  all  right  if  I  go 
ahead  and  recognize  you  in  the  order  that  I  introduced  you,  begin- 
ning with  our  friend,  Mr.  Mayer? 
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Mr.  Mayer.  Thank  you,  sir. 
The  Chairman.  Thank  you. 


STATEMENT  OF  MARTIN  MAYER,  AUTHOR 

Mr.  Mayer.  After  40  blameless  years  as  a  freelancer,  I  now  have 
an  institutional  affiliation  at  Brookings  but  I  still  speak  for  myself 
and  for  nobody  else. 

Since  it  is  the  two  of  you  here  and  you  both  have  read  my  paper, 
let  me  just  talk  a  little  about  some  of  the  meaning 

The  Chairman.  Yes,  as  usual,  what  we  will  do  is  your  prepared 
written  testimony  that  you  all  have  submitted  will  be  in  the  record 
exactly  as  you  gave  it  to  us  and  you  may  proceed  in  a  summary 
fashion. 

Mr.  Mayer.  We  have  a  couple  of  interesting  things  in  today's 
paper,  by  the  way.  There  is  something  in  today's  Financial  Times, 
a  report  with  the  headline,  "Banks  Have  Created  More  Sophisticat- 
ed Forms  of  Swaps,  Market  Regains  Momentum,"  and  below  there 
is  a  very  interesting  description  of  what  is  considered  a  sophisticat- 
ed swap  today.  "The  example  of  a  U.K.  pension  fund  which  has 
seen  the  FT-SE"— the  Financial  Times  Stock  Exchange— "100 
index  reached  an  historic  high  while  the  French  CAC-40  index  con- 
tinues to  languish  around  2,100,  creating  a  spread  of  900  points. 

"If  a  U.K.  investor  believes  the  spread  should  be  around  600 
points,  he  can  sell  a  1-year  Footsie  contract  and  buy  a  1-year  CAC 
contract  plus  a  900-point  spread.  If  the  'correlation'  is  zero  after  a 
year  the  profit  will  be  900  points.  The  French  contract  would  nor- 
mally be  paid  in  francs  thus  giving  the  U.K.  investor  an  exposure 
to  the  French  franc.  However,  with  a  correlated  hedge,  the  CAC 
contract  could  be  paid  for  in  the  client's  home  currency. 

This  would  remove  the  implicit  foreign  exchange  exposure.  Such 
is  the  sophistication  that  Chase  says  brokers  are  trying  to  trade  the 
correlation  or  spread  on  a  separate  index." 

We  have  seen  some  of  that  actually  happening.  The  end  question 
for  a  lot  of  it  is  cui  bono?  What  does  this  have  to  do  with  financing 
the  world's  enterprise?  The  answer  is,  it  doesn't  have  anything  to 
do  with  financing  the  world's  enterprise.  Arbitrage  activity  is  a 
perfectly  wholesome,  sound,  normal  activity  but  the  kind  of  re- 
sources that  are  being  devoted  to  exploiting  the  relatively  small  in- 
formation advantages  which  the  central  players  have  over  others 
are  I  think  beginning  to  detract  from  the  central  function  and  mis- 
sion of  the  financial  institutions. 

You  also  have  another  story,  in  today's  Wall  Street  Journal, 
about  one  of  the  earliest  of  the  financial  derivatives,  which  is  the 
interest  strips  of  mortgage  securities,  a  little  comment  about  the 
big  losses  that  the  dealer  firms  have  taken  in  trading  such  paper. 

The  essence  of  the  derivative  contract  is  that  it  permits  you  to 
control  a  much  larger  underlying  quantity  of  a  financial  commodi- 
ty for  a  relatively  small  commitment  of  money  up  front.  This  sort 
of  thing  is  inherently  dangerous. 

Now,  this  leverage  can  be  used  for  hedging  purposes,  or  it  can  be 
used  for  speculative  purposes.  The  problem  I  have,  and  let  me 
quote  now  because  my  colleagues  here  on  the  panel  undoubtedly 
haven't  read  it,  can  best  be  found  in  a  comment  by  my  friend,  Scott 
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Pardee,  who  is  now  chairman  of  Yamaichi  International,  who  was 
prior  to  that  vice  chairman  of  the  Discount  Corp.,  and  prior  to  that 
was  for  many  years  the  Federal  Reserve's  chief  currency  trader  out 
of  the  New  York  Fed,  senior  vice  president  of  New  York  Fed. 

He  said  at  a  meeting  just  about  a  month  ago,  quote:  "Each  deriv- 
ative product  is  an  exercise  in  product  differentiation.  As  sellers  of 
futures  and  options  products,  we  are  always  seeking  new  strategies 
which  will  generate  more  commissions  or  trade  at  a  wider  bid- 
spread  than  we  can  earn  on  the  underl3dng  product."  This  suggest- 
ed to  Pardee,  quote,  "an  FDA  approach  to  financial  services;  The 
Fed,  the  SEC,  the  CFTC,  and  the  SROs  should  make  a  practice  of 
asking  what  this  new  derivative  product  would  be  like  5  years  from 
now  and  what  can  go  wrong  as  a  result.  The  creators  of  such  prod- 
ucts should  be  prepared  to  demonstrate  that  their  invention  will 
not  prove  to  be  a  financial  form  of  thalidomide.  They  would  be 
liable  for  the  results,  both  as  firms  and  individuals,  even  if  the  in- 
dividuals are  now  basking  comfortably  on  their  yachts  in  Florida, 
having  taken  the  money  and  run." 

I  have  two  basic  statements  on  such  problems.  One,  which  I  have 
called  Mayer's  law,  is  that  risk-shifting  instruments  eventually 
shift  risks  onto  the  least  able  to  bear  them. 

The  other,  which  I  would  like  to  quote  fi-om  the  end  of  my  testi- 
mony because  I  wrote  it  carefully,  is  that  "the  profitability  of  this 
trading  derives  from  market  imperfections.  If  all  were  known  that 
could  be  known,  a  company  should  not  be  able  to  borrow  more 
cheaply  in  a  foreign  market  than  in  its  home  market,  the  value  of 
a  long-dated  interest-rate  swap  should  be  obvious  from  the  differ- 
ence between  the  price  of  a  conventional  bond  and  zero-coupon 
bond  at  the  same  rate  and  duration,  and  the  value  of  a  currency 
swap  should  reflect  that  difference  in  interest  rates  to  be  earned  in 
the  different  currencies.  Profits  arising  from  market  imperfections 
are  presumably  fleeting."  Which  brings  us  back  to  Scott  Pardee's 
point  about  product  differentiation. 

If  you  look  at  the  swaps  and  swaptions  and  options  and  these  sit- 
uations today  as  they  are  being  practiced  today,  I  think  the  odds 
are  that  they  are  not  terribly  dangerous.  But  if  you  have  any  sense 
of  the  dynamic  development  of  financial  markets  over  time,  and 
the  guide  on  that  is  still  Hymar  Minsky's  law,  which  is  that  as 
people  have  good  experiences  they  reach  further;  they  reach  into 
less  creditworthy  borrowers,  and  at  some  point  in  the  game  you 
have  substantial  losses. 

To  my  friend  from  Morgan,  it  won't  happen.  Morgan  will  be  long 
gone  by  then,  but  the  taxpayer  will  have  the  losses.  I  think  one  has 
to  have  a  regulatory  apparatus  in  place,  a  very  sophisticated  one 
which  is  looking  at  these  things  and  not  sajring  let's  try  this  out 
and  see  what  happens,  but  saying  wait  a  minute,  who  is  going  to  be 
playing  in  this  market?  How  are  they  going  to  play  it  and  how 
great  are  the  risks? 

I  think  that  from  the  testimony  of  the  regulators  that  I  read  and 
from  what  I  heard  from  the  other  room,  since  I  couldn't  get  in 
here,  coming  a  few  minutes  late,  the  regulators  are  still  looking  at 
this  on  a  static  basis;  the  time  has  come  to  compel  them  to  look  at 
it  on  a  more  dynamic  basis.  Thank  you. 

The  Chairman.  Thank  you  very  much,  Mr.  Mayer. 
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[The  prepared  statement  of  Mr.  Mayer  can  be  found  in  the  ap- 
pendix.] 
The  Chairman  Mr.  Brickell. 

STATEMENT  OF  MARK  BRICKELL,  VICE  PRESIDENT,  J.P. 
MORGAN,  REPRESENTING  THE  GROUP  OF  THIRTY 

Mr.  Brickell.  Thank  you,  Mr.  Chairman. 

I  am  happy  to  be  here  today.  We  welcome  this  hearing  because  it 
gives  us  a  chance  to  provide  more  information  about  a  banking  ac- 
tivity which  fits  very  well  with  our  traditional  banking  functions, 
and  which  is  potentially  more  important  in  the  future.  I  should  add 
that  I  think  hearings  like  this  make  it  more  likely  that  there  will 
not  be  problems  with  derivatives  in  the  future;  the  kind  of  inquiry 
you  are  conducting  is  especially  helpful  in  that  way. 

I  appear  here  as  a  member  of  the  group  which  prepared  the 
global  derivatives  study  and  submitted  it  to  Paul  Volcker  and  the 
other  members  of  the  Group  of  Thirty. 

The  study  is  described  in  greater  detail  in  my  written  testimony, 
but  in  a  nutshell  it  identifies  20  principles  of  good  financial  man- 
agement and  goes  on  to  make  four  recommendations  for  legislators 
and  supervisors  about  some  things  they  can  do  to  strengthen  the 
framework  that  surrounds  swap  activity. 

Banks  are  in  this  business  because  their  clients  demand  it.  News- 
paper headlines  describe  derivatives  cutting  the  costs  of  hamburg- 
ers sold  by  companies  like  McDonald's,  so  the  benefits  of  these  risk 
managing  tools  go  right  down  into  the  real  economy  and  they  do  it 
quickly. 

The  study  concludes  that  these  activities  help  bank  clients,  the 
thousands  of  corporations  and  government  entities  who  use  them, 
but  the  study  also  asks  the  question:  Are  these  deals  too  risky  for 
the  banks,  or  are  they  too  risky  for  the  system?  As  the  report  says, 
there  is  no  room  for  complacency  on  this  issue. 

The  study  concludes  that  the  risks  of  swaps  are  the  same  types  of 
risks  that  banks  manage  every  day  in  traditional  business  activi- 
ties. With  swaps,  banks  are  managing  credit  exposure,  market  ex- 
posure, legal  and  operations  risks  and  each  of  these  risks  exists  in 
greater  size  in  traditional  activities.  The  group  also  examined  and 
ranked  sources  of  systemic  risk.  Those  risks  must  also  be  managed 
carefully  and  they  are  obviously  getting  close  attention,  as  we 
heard  from  the  panelists  this  morning.  But  like  the  studies  that 
the  banking  supervisors  have  conducted,  report  to  the  the  Group  of 
Thirty  saw  no  significant  increase  in  systemic  risk  from  deriva- 
tives. 

Now,  to  help  explain  that  conclusion,  I  would  like  to  put  credit 
exposure,  the  largest  risk  that  dealers  face,  in  perspective.  The 
report  concludes  that  swaps  exposures  are  relatively  small.  They 
are  high  quality  and  they  are  well  managed. 

I  brought  two  charts  to  help  explain  credit  exposure  and  put  it  in 
perspective  and  they  also  are  attached  to  the  written  testimony. 

[The  charts  referred  to  can  be  found  in  the  appendix.] 

The  bar  chart  on  the  left  shows  credit  exposures  from  derivatives 
at  the  top  50  banks.  The  first  bar  is  the  notional  principal  amount 
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of  derivatives  and  it  is  truly  a  mind  boggling  number;  $QV4  trillion 
of  notional  amount. 

As  you  have  already  heard  today  and  as  Mr.  Mayer  has  said, 
that  is  not  the  true  risk  of  swaps.  The  real  credit  exposure  on  these 
transactions  isn't  even  the  $140  billion  bar,  the  second  bar  on  the 
chart.  It  is  actually  the  net  credit  exposure,  $91  billion  after  net- 
ting of  swap  transactions  is  taken  into  account. 

It  is  still  a  big  number,  but  I  think  you  can  see  the  very  impor- 
tant impact  in  risk  reduction  that  the  netting  legislation  this  Con- 
gress has  passed  has  brought  to  the  banking  system.  It  has  taken 
billions  of  dollar  of  credit  exposure  out  of  the  system. 

The  value  of  all  credit  exposures  of  those  50  largest  banks  on  De- 
cember 31,  1992  was  about  $1.6  trillion.  Nearly  all  of  this  was  expo- 
sure taken  through  traditional  activities.  This  is  shown  shown  in  a 
different  way  on  the  pie  chart. 

Swaps  create  only  about  5.5  percent  of  credit  exposure  at  these 
top  50  banks,  and  that  credit  exposure  is  higher  quality  than  the 
other  exposures  shown  on  the  pie  chart.  I  should  add  that  this 
credit  exposure  is  often  taken  on  to  reduce  the  other  risks,  such  as 
the  interest  rate  risks  or  currency  risks  to  which  banks  are  ex- 
posed. 

What  about  market  risk?  David  Berry  will  testify  in  a  few  min- 
utes about  market  risks,  and  judging  from  his  written  work  it  ap- 
pears that,  as  swap  dealing  grows,  the  trading  revenues  of  the 
banks  involved  in  the  activity  are  becoming  less  volatile,  indeed 
much  less  volatile  than  credit  revenues.  That  suggests  that  the  ac- 
tivities are  well  controlled.  The  study  says  the  same  thing.  The 
principles  of  good  management  are  "best  practice."  They  are  not  a 
minimum  and,  as  you  heard  in  this  morning's  testimony,  the  most 
advanced  thinking  about  risk  management  is  being  done  by  deriva- 
tives dealers. 

Because  this  way  of  thinking  starts  with  derivatives,  bank  in- 
volvement has  been  so  far  a  healthy  development.  And  as  the  use 
of  derivatives  expands  in  the  banking  system  and  in  the  economy, 
and  as  these  principles  are  more  widely  used,  the  U.S.  banking 
system  is  likely  to  become  safer  and  sounder,  more  competitive, 
and  better  able  to  fulfill  its  role  as  a  provider  of  financial  services 
in  this  country  and  abroad.  Thank  you. 

The  Chairman.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Brickell  can  be  found  in  the  ap- 
pendix.] 

Mr.  Berry. 

STATEMENT  OF  DAVID  S.  BERRY,  DIRECTOR  OF  RESEARCH, 
KEEFE,  BRUYETTE  &  WOODS 

Mr.  Berry.  Thank  you.  I  am  the  director  of  Research  at  Keefe, 
Bruyette  &  Woods,  a  broker/dealer  investment  banking  firm  spe- 
cializing in  the  commercial  bank  industry.  We  have  been  in  busi- 
ness for  32  years.  I  have  been  a  bank  analyst  for  about  9  years  and 
following  money  centers  for  a  good  piece  of  that  time. 

As  an  equity  analyst,  I  am  interested  in  the  businesses  that  the 
money  center  banks  are  involved  in.  Obviously,  being  dealers  in 
the  derivative  business  is  part  of  that.  And  we  have  done  some 
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work  trying  to  understand  what  the  risks  of  this  business  are  and 
what  the  growth  characteristics  of  that  business  are. 

Banks  report  most  of  the  revenues  from  derivative  activities 
within  a  line  item  on  their  income  statement  called  total  trading 
revenue,  so  it  is  mixed  in  with  a  variety  of  other  kinds  of  trading 
activities:  Foreign  exchange,  bond  trading,  and  so  forth. 

The  reason  for  that  is  that  a  lot  of  risks  involved  in  the  deriva- 
tives business  from  a  dealer  perspective,  and  a  lot  of  systems  used 
to  manage  risks  are  the  same  for  derivative  products  as  they  are 
for  other  traded  instruments.  This  might  provide  some  comfort 
that  what  at  first  might  seem  like  a  very  exotic  and  new  form  of 
activity  at  these  banks  actually  has  its  roots  in  activities  that  these 
banks  have  been  involved  in  for  quite  some  time.  There  are  various 
kinds  of  risks  involved  in  trading  activities  and  derivative  activi- 
ties. Mark  just  went  through  them:  The  credit  risk;  market  risk; 
operational  and  legal  risk. 

If  I  could  just  take  those  in  turn.  Credit  risk.  There  is  a  credit 
risk  component  to  derivatives  activity.  The  good  news  is  that  man- 
aging credit  is  a  core  function  of  banks  and  always  has  been.  As 
near  as  we  have  been  able  to  tell  from  our  discussions  with  the 
major  dealer  banks,  the  same  principles  used  to  manage  credit  in 
the  derivatives  business  are  the  same  principles  they  use  to 
manage  credit  throughout  their  businesses.  And  by  that,  I  mean,  a 
fair  amount  of  attention  to  avoid  single  obligor,  single  industry  ex- 
posure, and/or  sensitivity  to  overall  credit  limits. 

As  a  side  point,  it  is  worth  pointing  out  that  the  derivatives  mar- 
ketplace seems  to  place  a  high  premium  on  creditworthiness,  and  if 
I  can  make  a  broad  statement  about  the  money  center  banks,  over 
the  last  few  years  there  has  been  a  universal  move  toward  higher 
credit  ratings  I  think  basically  because  the  derivatives  marketplace 
demands  that. 

In  the  derivatives  business  there  have  been  credit  losses  but  they 
have  been  negligible  relative  to  the  kind  of  losses  banks  incur  in 
the  course  of  their  lending  business. 

With  regard  to  market  risk,  I  think  in  some  ways  this  is  prob- 
ably the  most  significant  risk  in  these  derivatives  or  trading  kinds 
of  functions.  Market  risk  refers  to  the  fact  if  you  own  an  instru- 
ment and  the  price  changes  you  may  have  a  loss.  From  the  outside 
I  don't  think  that  anyone  can  really  make  a  conclusive  judgment 
about  the  adequacy  of  risk  management  systems  in  a  bank.  I  be- 
lieve that  the  folks  who  have  considerable  resources  and  who  have 
access  to  inside  information  like  accountants  and  regulators,  can 
make  a  judgment.  However,  from  the  outside  we  can  make  some 
judgments  based  on  behavior. 

We  have  spent  a  lot  of  time  talking  to  market  risk  specialists  at 
these  institutions.  There  seems  to  be  quite  a  lot  of  consensus  about 
the  nature  of  what  is  market  risk  and  the  broad  principles  of  how 
it  should  be  managed.  There  seems  to  be  quite  a  lot  of  consensus. 
Details  differ  from  institution  to  institution,  terminology  differs, 
but  I  think  the  basic  principles  are  fairly  widely  accepted  at  this 
point. 

Those  principles  involve  position  limits  which  in  turn  are  based 
on  volatility  of  traded  instruments.  Those  limits  apply  at  the  indi- 
vidual trader  level,  at  the  trading  desk,  and  for  overall  risk  group. 
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That  process  also  importantly  involves  a  mark-to-market  process 
for  all  traded  instruments,  and  the  reason  that  is  significant  is  it 
means  it  is  virtually  impossible  to  be  surprised  by  market  risk.  You 
will  see  a  position  deteriorate  before  your  very  eyes.  It  is  not  like  a 
loan  to  a  corporation  which  looks  good  one  day  and  2  months  later 
goes  bankrupt. 

The  third  point  I  would  make  is  that  the  market  risk  manage- 
ment process  is  separate  from  those  who  are  engaging  in  market 
risk  on  a  day-to-day  basis.  The  risk  managers  are  not  the  traders. 
That  separation  of  those  who  incur  the  risk  and  those  who  oversee 
the  risk  is  vital  and  is  analogous  to  a  bank  dividing  up  its  lending 
function  as  a  separate  one  from  its  credit  review  function. 

The  commercial  banks  are  well  suited  to  manage  market  risk  be- 
cause they  trade  such  a  greater  variety  of  instruments  than,  say, 
securities  firms  in  the  United  States  do.  Securities  firms  have  the 
bulk  of  their  trading  denominated  in  U.S.  dollars  bonds  and  equi- 
ties. The  commercial  banks  are  trading  a  vast  array  of  products 
tied  to  United  States  but  also  non-U.S.  interest  rates  and  foreign 
currencies,  as  well  as  various  other  kinds  of  products.  That  kind  of 
diversity  mitigates  the  kind  of  risk  involved  in  these  activities. 

That  is  all  very  fine  and  well  but  you  don't  really  know  what  is 
going  on  until  you  look  at  the  track  record.  We  have  done  that.  We 
have  compiled  over  10  years  of  trading  results  for  a  number  of  the 
major  dealer  banks.  We  have  looked  at  the  seven  largest  trading 
banks  as  measured  by  trading  revenues  in  the  United  States  over 
the  last  decade.  Two  of  those  companies  did  significant  bank  merg- 
ers over  the  last  few  years.  In  effect,  we  have  really  looked  at  nine 
banks  over  the  better  part  of  10  years.  That  is  373  separate  quar- 
terly observations  of  individual  bank  trading  results. 

Over  that  period  individual  banks  posted  only  four  quarters  of 
trading  losses.  The  cumulative  losses  were  $19  million.  The  cumu- 
lative gains  over  the  369  quarters  when  banks  posted  gains  were 
was  almost  $36  billion.  I  would  submit  that  that  level  of  consisten- 
cy suggests  that  the  banks  are  not,  in  fact,  engaged  in  a  significant 
amount  of  gambling  or  speculative  activity  and  that  the  gains  are 
being  earned  on  a  series  of  cumulative  small  gains  rather  than  the 
payoff  of  one  big  bet.  I  think  that  kind  of  consistency  speaks  to  the 
kind  of  risk  management  and  customer-driven  processes  that  the 
banks  say  that  they  have. 

I  would  also  point  out  that  during  this  period  we  have  had  a 
couple  of  high  stress  events,  a  market  crash  in  October  1987,  and 
the  European  monetary  system  came  under  severe  stress  last  year 
in  the  third  quarter  and  then  more  recently  midyear  this  year.  We 
did  not  see  any  of  the  major  dealer  banks  suffer  losses  as  a  result 
of  that. 

I  think  to  the  extent  that  you  worry  about  rapid  growth  in  this 
business  you  might  be  more  worried  about  it  from  an  operational 
or  a  legal  perspective.  Any  fast-growing  business  activity  could  out- 
strip management's  resources  or  the  management  information  sys- 
tems or  just  the  back  office  capability  of  handling  a  high  volume  of 
activity.  I  think  that  is  an  area  of  concern.  I  think  bank  managers 
are  concerned  with  it.  I  think  regulators  properly  would  be  con- 
cerned with  that  issue. 


43 

But  I  think  we  should  distinguish  growth  in  this  activity  from 
other  areas  where  banks  do  get  into  trouble  when  they  grow  rapid- 
ly. The  most  common  way  banks  get  in  trouble  happens  when  they 
rapidly  grow  a  part  of  their  loan  portfolio.  There  are  two  ways  this 
can  cause  trouble.  One,  again,  just  outstripping  their  own  capacity 
to  handle  the  growth.  The  second,  in  aggregate,  from  a  systemic 
point  of  view,  if  a  lot  of  banks  as  a  group  decide  to  extend  credit  to 
a  small  sector  of  the  economy,  they  can  severely  distort  it.  What  it 
creates  is  an  asset  inflation,  and  subsequent  bust  of  asset  values 
can  leave  a  lot  of  banks  licking  their  wounds.  I  can  point  to  the  oil 
and  gas  service  and  supply  credit  binge  in  the  late  1970's  as  an  ex- 
ample of  that. 

In  the  derivatives  business,  we  are  not  really  talking  about  a 
business  that  involves  the  extension  of  credit.  There  is  a  credit  risk 
element  to  derivatives,  but  we  are  not  talking  about  the  extension 
of  credit  per  se,  so  I  think  the  opportunity  to  distort  a  piece  of  the 
economy  just  is  not  there  in  the  same  way  as  you  have  seen  with 
rapid  growth  in  bank  lending  activities. 

The  overall  growth  of  the  market  seems  to  me  to  be  due  not  so 
much  to  banks  taking  on  greater  and  greater  risks  but  taking  on 
small  amounts  of  risks  with  a  larger  and  larger  number  of  partici- 
pants. In  this  case,  the  greater  number  of  participants  means  less 
risk  because  the  markets  are  more  liquid  and  the  activities  the 
banks  are  involved  in  are  increasingly  diversified. 

So  to  date,  it  certainly  looks  like  a  healthy  business,  one  that 
adds  value  to  customers,  one  that  is  being  well  managed  from  the 
dealer  perspective.  Frankly,  we  are  not  really  worried  about  this 
business  from  the  dealer  perspective.  Thank  you. 

The  Chairman.  Thank  you. 

[The  prepared  statement  of  Mr.  Berry  can  be  found  in  the  appen- 
dix.] 

Mr.  Griep. 

STATEMENT  OF  CLIFFORD  GRIEP,  EXECUTIVE  DIRECTOR, 

STANDARD  &  POOR'S 

Mr.  Griep.  Thank  you,  Mr.  Chairman,  and  thank  you  for  the  op- 
portunity to  be  here  to  discuss  the  impact  of  derivatives  on  the 
creditworthiness  of  rated  U.S.  banks. 

It  is  an  area  of  great  interest  to  S&P  and  to  the  credit  communi- 
ty generally.  You  have  my  written  comments  so  I  won't  go  through 
this  in  detail.  I  would  like  to  highlight  a  few  points  that  are  in  the 
written  comments.  Our  focus  has  been  predominantly  on  the  10  or 
so  major  bank  dealers  in  this  market  that  represent  about  90  per- 
cent of  the  overall  derivative  exposure  in  the  U.S.  banking  indus- 
try. These  firms  serve  as  intermediaries  in  risk  management  in- 
struments, and  as  a  consequence,  they  tend  to  have  significant 
market  making  and  trading  activities  in  derivatives  and  maintain 
sizable  exposures. 

Second,  we  focus  on  banks  as  end-users  and  as  end-users  manage- 
ment's primarily  use  derivative  instruments  in  asset  liability  man- 
agement, to  change  their  firm's  earnings  sensitivities  to  interest 
rates.  In  general,  the  use  of  derivatives  in  some  aspect  of  risk  man- 
agement is  becoming  increasingly  common.  And  there  is  a  wide  dis- 
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parity  of  tactics  and  some  differences  in  risk  appetite  reflected  in 
the  use  of  derivatives  by  that  group.  So  it  is  difficult  to  generalize. 

Overall,  in  terms  of  the  derivatives  market,  we  view  its  develop- 
ment as  positive.  We  think  that  these  instruments  while  they  can 
and  are  used  speculatively,  have  been  primarily  used  to  manage 
risk. 

The  derivative  operations  of  the  major  dealers  are  consistent 
with  their  strategic  purpose,  essentially  the  intermediation  of  risk. 

Most  derivative-related  exposure  and  profit  at  those  dealer  banks 
is  customer  driven,  although  the  use  of  derivatives  in  proprietary 
trading  and  in  their  own  risk  management  has  increased — you 
asked  for  us  to  address  the  issue  of  whether  we  could  distinguish 
between  speculative  and  nonspeculative  derivative  activities,  and 
that  is  quite  difficult  from  publicly  available  information. 

The  risks  of  derivative  activity  at  dealer  banks  are  significant 
and  there  are  certainly  challenges  related  to  measuring,  monitor- 
ing, and  disclosing  those  risks,  but  we  don't  think  that  those  risks 
are  disproportionate  to  other  banking  risks  and  we  believe  they 
can  be  effectively  managed  provided  appropriate  caution  and  con- 
trol are  exercised.  And  the  caution  is  in  order  because  I  think  this 
market  is  just  growing  too  fast  for  anybody  to  have  complete  confi- 
dence in  how  these  instruments  might  behave  in  times  of  market 
disruption. 

We  don't  believe  that  either  derivatives  dealing  with  operation 
or  moderate  levels  of  proprietary  trading  activity  are  inconsistent 
with  high  ratings  or  strong  creditworthiness  and  we  have  not  low- 
ered the  rating  on  any  of  the  major  dealers  as  a  result  of  their  in- 
volvement in  the  derivatives  area. 

As  I  say,  the  derivative  involvement  has  altered  and  heightened 
the  risk  profile  of  those  institutions,  but  I  think  that  risk  has  been 
largely  mitigated  by  strengthening  capital,  improved  earnings  and 
profitability,  enhanced  market  position  in  a  consolidating  industry, 
and  declining  risk  profile  in  other  operations,  notably  lending. 

In  a  review  of  derivatives  operations,  we  concluded  that  the  de- 
rivatives business  was  characterized  by  strong  profitability  and 
good  diversity  of  revenue  by  product  market  and  geography,  rea- 
sonably tight  credit  standards,  and  improving  risk  management 
over  the  longer  term.  We  also  concluded  that  firms  with  estab- 
lished operations  in  derivatives  would  be  advantaged  over  the  in- 
termediate term. 

An  erosion  of  counterparty  credit  quality  in  response  to  in- 
creased competition  in  this  area,  a  material  shift  from  customer 
driven  to  proprietary  trading  or  more  dramatic  erosion  of  profit 
margins  than  we  currently  expect,  would  all  be  negative  credit  fac- 
tors. We  have  not  seen  that  to  date. 

In  terms  of  the  risk  management  systems,  our  perspective  is  that 
risk  management  and  control  systems  at  the  major  dealers  shows 
steady  improvement  over  the  longer  term  and  we  think  they  large- 
ly capture  the  risks  of  dealing  in  derivative  instruments.  However, 
it  is  also  very  clear  that  the  pace  of  innovation  and  market  growth 
is  straining  management  information  systems  and  the  amount  of 
management  and  regulatory  focus  in  these  areas  we  think  is  very 
positive  and  appropriate. 
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I  mentioned  that  banks  participate  in  the  derivatives  market  as 
end-users.  Derivatives  are  one  of  several  tactical  means  by  which 
bank  managements  can  change  the  exposure  of  their  institution  to 
interest  rates.  While  end-users  vary  broadly  in  terms  of  their  risk 
appetites  and  their  capabilities  to  manage  risks,  we  haven't  seen 
overly  speculative  use  of  derivatives  or  undisciplined  use  of  deriva- 
tives, and  instead  have  found  their  use  to  be  largely  prudent  and 
often  beneficial.  The  use  of  derivatives  is  increasing  not  just  in  the 
banking  industry  but  across  all  industries,  and  it  is  an  increasingly 
important  component  of  risk  analysis.  Clearly,  less  capable  man- 
agements may  engage  in  risky  derivative  activities,  jeopardizing 
the  creditworthiness  of  their  organizations. 

There  was  a  lot  of  discussion  about  current  bank  regulatory  and 
FASB  disclosure  requirements.  We  believe  that  those  requirements 
are  somewhat  limited  and  they  are  not  sufficient  to  fully  or  pre- 
cisely convey  risk  profiles  and  derivative  activities  to  users  of  those 
public  documents. 

We  rely  to  a  much  greater  extent  on  the  internal  risk  manage- 
ment system  and  disclosures  in  our  meetings  with  management. 

The  implication  of  that,  I  believe,  is  something  that  you  men- 
tioned earlier  in  the  session,  which  is  that  the  absence  of  disclosure 
heightens  liquidity  risk  for  bank  and  other  derivative  dealers  in 
times  of  stress.  We  regard  the  accounting,  regulatory,  and  manage- 
ment sensitivity  to  analysts'  needs  in  this  area  to  be  very  positive. 
But  there  are  some  shortcomings  there. 

The  one  other  area  that  got  a  lot  of  discussion  was  capital  re- 
quirements. We  think  that  the  derivative  activities  of  banks  are  re- 
sulting in  increasing  capital  requirements  both  under  current  cap- 
ital regulations  in  place  and  also  under  proposed  capital  require- 
ments that  are  intended  to  capture  market  risk. 

Our  own  estimates  of  capital  need  to  support  derivative  dealing 
operations,  which  are  described  in  the  written  commentary  that 
was  submitted,  are  roughly  approximate  to  those  suggested  by  cur- 
rent regulation. 

We  generally  support  regulatory  efforts  to  capture  market  risk 
in  their  capital  requirements.  There  are  some  significant  practical 
difficulties  in  implementing  that.  I  think  the  end  result  and  most 
important  implication  once  implemented,  assuming  that  it  is  suc- 
cessful, is  that  the  capital  requirements  will  be  more  dynamic  and 
responsive  than  the  capital  requirements  currently  in  place,  the 
implication  being  that  banks  that  are  active  in  the  derivatives 
market  would  need  to  raise  capital  levels. 

I  will  leave  it  at  that  and  I  am  happy  to  answer  any  questions. 

The  Chairman.  Well,  thank  you  very  much.  I  think  you  did  hit 
essentially — I  want  to  thank  you  very  much.  That  was  a  very  good 
statement.  Very  good  summarization.  I  think  you  hit,  though, 
maybe  somewhat  unintentionally,  on  the  dilemma,  as  we  see  it. 

The  regulators  admit  to  us  that  they  have  no  way  of  precisely 
assessing  the  magnitude  or  the  extent  of  the  speculative — if  you 
want  to  call  it  that,  that  is  what  it  is  called — side  of  this  as  far  as 
the  banks  are  concerned.  They  have  no  way  of  precisely — they  tell 
us  we  feel  they  are  not  doing  much  or  dangerously  much,  but  actu- 
ally they  don't  know. 


46 

Now,  how  would  you,  in  your  method  of  ascertaining  the  risk  po- 
tential and  in  your  discussions  with  these  managers  and  officials  of 
the  banks,  how  would  you  more  precisely  evaluate  the  range  of  in- 
volvement? 

Mr.  Griep.  Just  to  reiterate  a  few  points,  most  of  the  profits  we 
see  derived  from  derivatives  activity  is  coming  from  customer- 
driven  activity  as  opposed  to  speculative  trading  activity,  and  de- 
rivatives are  just  one  instrument  or  one  set  of  instruments  in 
which  banks  can  conduct  trading  activities. 

In  terms  of  disclosure,  the  basic  information  that  we  need  and  I 
think  that  regulators  need  is,  how  much  risk  is  being  taken  and 
what  is  the  return  on  that  risk. 

We  have  got  a  better  handle  on  risk  than  on  the  return  side,  and 
the  reason  is  that  the  financial  reporting  currently  does  not  break 
out,  in  any  degree  of  specificity,  what  function  of  derivatives  activi- 
ty the  revenue  is  derived  from.  For  example,  it  could  be  derived 
from  origination  fees.  It  could  be  derived  from  spread  business.  It 
could  be  derived  from  trading.  It  also  does  not  break  out  derivative 
revenue  byproduct,  so  it  is  tough  to  discern  from  just  the  one 
income  statement  line  on  trading  activity,  how  much  is  derived 
from  speculative  versus  how  much  is  derived  from  customer-driven 
activities. 

In  meeting  with  bank  managers,  those  are  the  questions.  Please 
break  out  how  much  of  your  earnings  comes  from  proprietary  trad- 
ing, and  of  that  how  much  from  different  kinds  of  products.  Bank 
managements  have  varying  degrees  of  success  in  responding  to 
those  questions. 

I  think  the  ones  that  are  involved  in  proprietary  trading  in  a 
large  way  can  generally  do  a  better  job  at  breaking  out  the  detail. 
But  in  some  cases  the  underlying  management  information  sys- 
tems don't  capture  the  information  in  the  degree  that  we  might 
want. 

The  other  areas  are  just  to  ask  about  trading  limits  by  product 
and  to  get  a  sense  of  how  those  are  managed,  and  when  you  com- 
pare those  from  firm  to  firm,  you  get  a  relative  sense  of  risk  appe- 
tite. 

The  Chairman.  When  you  referred  to  erosion  of  creditworthiness 
and  then  the  possibility  of  certain  things  happening,  of  course,  you 
are  in  an  area  there  that  certainly  you  can't  mathematically  pre- 
cisely fix,  but  that  precisely,  the  question,  at  what  point  would  it 
become  apparent,  if  not  obvious  that  you  are  reaching  that  satura- 
tion point,  that  danger  point? 

Mr.  Griep.  That  is  difficult  to  answer.  Derivatives  as  a  dealing 
business  is  looked  at  within  the  context  of  a  broader  organization 
and  mix  of  businesses.  And  in,  and  of  itself,  does  not  substantively 
increase  the  risk  of  an  organization. 

I  believe  if  a  business  becomes  overly  reliant  on  speculative  or 
proprietary  trading  activity,  and  consequently  their  earnings 
become  more  volatile,  that  is  a  negative  credit  factor.  It  is  very  dif- 
ficult to  draw  a  line  and  say,  at  what  level  does  a  derivative  trad- 
ing activity  or  a  derivative  dealmaking  activity  result  in  a  down- 
grade or  an  impaired  creditworthiness. 

The  Chairman.  Well,  it  is  true  and  this  is  an  extremely  compli- 
cated and  complex  area,  but  from  my  standpoint,  my  worry  has 
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been  all  along — and  not  only  in  this  area  but  in  1979 — on  the 
rather  quick  and  exponential  lending  of  the  principal  banks  to  so- 
called  Third  World  countries  with  a  feeling,  as  expressed  by  one 
President,  that  these  were  sovereign  loans  or  debts  and  therefore 
they  were  very  safe.  And,  of  course,  having  been  imbued  with  some 
of  the  history  of  sovereign  loans  back  in  the  18th  and  Nth  centur- 
ies, well,  I  naturally  was  worried  then  and  I  spoke  out  in  1979. 

But  at  this  point  the  overall  worry  is  that  whether  it  is  this  or 
that  kind  of  defined  derivative  or  corollary  activity,  as  far  as  the 
accounting  is  concerned,  all  of  that  is  on  the  off-balance  sheet  ac- 
count for  which  the  banks  don't  have  to  have  reserves,  and  that  is 
where  I  worry.  So  if  you  have  a  comment,  that  is  fine,  if  not,  well, 
you  know,  I  understand. 

Mr.  Griep.  Just  a  couple  of  points.  Actually,  the  off-balance  sheet 
activity  is  captured  in  regulatory  reporting  and  regulatory  capital 
requirements.  So  these  positions  are  market  to  market  and  an  esti- 
mate of  the  risk  exposure  is  captured  and  included  in  regulatory 
capital  requirements.  So  there  is  an  allocation  of  capital  to  cover 
the  risk. 

The  important  distinction  about  the  derivatives  business  from 
past  banking  businesses  which  grew  rapidly,  in  which  it  was  subse- 
quently discovered  that  some  of  the  valuations  or  the  risk  analysis 
may  have  been  imperfect,  is  that  the  mark  to  market  discipline  im- 
posed on  derivatives  trading  activity  and  derivative  dealing  activity 
is  very  meaningful  from  a  risk  management  and  risk  discipline 
standpoint.  And  I  think  that  the  improvement  in  risk  management 
capability  that  you  see  at  banks  and  the  improvement  in  regula- 
tory capital  requirements  that  has  occurred  is  in  large  part  a  re- 
sponse to  that  discipline  of  mark  to  market. 

The  Chairman.  Well,  my  time  is  up.  If  we  have  a  chance,  we 
may  come  back,  but  if  not,  I  am  going  to  ask  for  myself  and  the 
other  members  the  privilege  of  submitting  questions  in  writing  to 
the  members  of  the  panel  and  also  ask  unanimous  consent  that 
Congressman  Maurice  Hinchey's  statement  at  the  beginning  of  our 
proceedings  this  morning,  plus  extraneous  material  in  the  shape 
and  form  of  today's  Washington  Post  article,  be  inserted  in  the 
record  as  part  of  the  opening  statements.  And  if  there  is  no  objec- 
tion, it  is  so  ordered. 

[The  prepared  statement  of  Mr.  Hinchey  and  the  newspaper  arti- 
cle referred  to  can  be  found  in  the  appendix.] 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

We  have  all  come  to  understand  in  all  of  life,  let  alone  com- 
merce, the  past  as  it  has  been  written  in  marble  is  prolog.  But 
when  markets  change  very  rapidly,  it  is  not  always  a  necessary  in- 
dicator of  the  future. 

One  has  the  sense  in  this  market  that  there  is  a  kind  of  fever. 
With  that  fever  and  with  the  rather  substantial  growth  in  the 
market,  there  are  always  greater  questions  that  arise  that  may  not 
leave  quite  the  feeling  of  confidence  that  Mr.  Berry  has,  even  with 
his  assessment  of  the  past  with  all  the  profitability  that  has  oc- 
curred. 

Clearly,  in  the  banking  industry  when  one  is  providing  a  hedging 
service  for  existing  customers,  it  is  a  guaranteed  win-win  circum- 
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stance.  It  is  good  for  the  customer,  otherwise  he  wouldn't  do  it.  It  is 
good  for  the  bank  because  of  the  fees  it  earns. 

Also,  a  number  of  the  banks  are  clearly  trading  for  their  own  ac- 
counts, which  means  in  effect  that  they  are  speculating.  In  specula- 
tion, by  definition,  there  are  winners  and  losers. 

If  in  all  of  these  quarters  all  of  these  banks  have  won  approxi- 
mately $36  billion,  who  has  lost? 

Part  of  that  $36  billion  is  presumably  servicing  fees  in  which 
there  are  no  particular  losers.  But  on  speculative  accounts  there  is 
someone  on  the  other  side.  So  somewhere  someone  is  coming  up 
short.  Can  we  assume  that  a  commercial  bank  is  always  going  to 
come  up  on  the  long  side?  And  if  we  assume  that,  are  there  con- 
flicts within  banks  which  could  disadvantage  their  customers? 

For  example,  I  can  visualize  a  bank  trader  who  may  have  made  a 
mistake — and  might  want  to  dump  it  off  on  one  of  his  or  her  cus- 
tomers. Are  there  ethical  rules  that  also  come  into  play  with 
regard  to  the  dumping  of  bad  positions. 

In  the  past,  there  have  been  allegations  that  banks  have  occa- 
sionally dumped  certain  trash  into  their  trust  accounts.  Are  there 
rules  that  come  into  play  in  such  cases?  From  a  regulator  perspec- 
tive, it  in  the  interests  of  a  bank  and  the  regulators  that  the  bank 
makes  the  profit,  but  has  anyone  addressed  this  issue  from  the  per- 
spective of  fair  play  for  the  customer?  Also,  much  more  important- 
ly, who  is  losing  at  this  time? 

Mr.  Berry.  There  is  a  lot  there.  Let  me  see  what  I  can  do  with 
that.  I  guess  the  first  thing  I  would  say  is  that  in  the  management 
of  a  trading  function,  you  make  money  in  ways  other  than  guessing 
the  market  right. 

If  you  are  a  dealer,  you  stand  ready  to  buy  and  sell  at  any  time 
and  you  earn  a  spread  for  doing  that.  That  is  part  of  the  profit.  To 
the  extent  that  you  are  engaging  in  a  transaction  which  creates 
some  kinds  of  credit  risk,  you  need  to  price  for  that.  If  you  do  it 
correctly,  then  credit  risk  is  a  source  of  profit. 

And  the  third  thing,  particularly  in  the  over-the-counter  deriva- 
tives market,  a  lot  of  transactions  are  really  tailor-made  structured 
transactions  designed  to  solve  a  particular  customer's  problem  and 
you  should  get  paid  for  that  as  well. 

So  I  don't  want  to  minimize  the  market  risk  element  to  it,  but 
there  are  a  lot  of  things  that  get  wrapped  up  in  trading  revenues 
that  do  not  involve  taking  a  view  on  the  direction  of  a  market. 

Banks  in  the  management  of  their  customer  business  inevitably 
cannot  help  but  incur  some  market  risk  themselves,  and  hence 
there  are  a  lot  of  systems  in  place  to  manage  that  risk.  It  is  not 
something  to  be  avoided.  It  is  something  to  be  managed. 

Mr.  Leach.  I  appreciate  it.  Let  me  cut  you  off,  if  I  can.  The 
yellow  light  has  come  on  quite  brightly,  and  I  do  want  to  get  one 
question  to  Mr.  Brickell. 

In  the  Group  of  Thirty  report  there  was  careful  avoidance  of  the 
capital  issue,  and  this  is  a  very  helpful  constructive  report,  in  my 
judgment.  On  the  other  hand,  there  is  no  assessment  of  capital. 

There  are  some  that  are  suggesting  today  that  derivatives  pro- 
vide ways  for  banks  to  leverage  money  without  relation  to  capital 
bases.  Are  you  prepared  to  make  any  suggestions  on  what  levels  of 
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capital  should  be  required  for  those  kinds  of  instruments?  How  im- 
portant do  you  consider  this? 

Mr.  Brickell.  Well,  as  the  banking  supervisors  pointed  out  this 
morning,  there  are  capital  requirements  for  derivatives  transac- 
tions, particularly  for  the  credit  risks.  The  largest  part  of  the  risk 
that  we  take  is  credit  risk.  In  addition,  both  the  Fed  and  the  Basle 
Supervisors  Committee  are  working  on  capital  requirements  for 
market  risk.  In  fact,  in  the  report,  1  of  our  24  recommendations 
was  specifically  directed  at  the  capital  issue. 

In  the  four  recommendations  for  legislators  and  supervisors,  we 
point  out  that  the  existing  capital  requirements,  the  ones  I  just  re- 
ferred to,  don't  yet  take  full  account  of  the  reduction  in  credit  ex- 
posure that  comes  about  through  the  netting  contracts  that  this 
Congress  made  legally  enforceable.  So  that  difference  in  credit  ex- 
posure between  the  gross  exposure  of  $144  billion  and  the  net  expo- 
sure of  $91  billion  is  not  yet  recognized  in  the  capital  requirements. 

That  hampers  the  competitiveness  of  U.S.  banks  and  it  ties  up 
scarce  capital  unnecessarily,  which  could  prevent  banks  from  doing 
other  things  like  making  loans  to  small  business,  so  we  did  com- 
ment on  the  capital  requirements  to  point  out  that  they  aren't  per- 
fect yet. 

Mr.  Leach.  Are  you  making  the  commitment  on  behalf  of  your 
bank  to  make  a  small  business  loan?  Do  you  have  any? 

Mr.  Brickell.  My  comments  aren't  directed  to  any  individual 
bank  but  the  banking  system  as  a  whole. 

Mr.  Leach.  We  have  a  wonderful,  respected  bank.  But  it  is  not 
leading  the  country  in  commercial  lending.  A  statistic  that  so  as- 
tonishes me  is  that  foreign  banks  in  the  United  States  have  20  per- 
cent of  the  assets  and  have  more  than  40  percent  of  the  commer- 
cial and  industrial  loans.  That  tells  me  that  the  foreign  bank  pres- 
ence in  the  United  States  is  a  great  positive. 

It  also  makes  me  wonder  what  incentives  we  are  providing  in 
your  system  to  lend  to  America.  The  great  omission  in  bank  lend- 
ing is  American  entrepreneurial  enterprise.  Mr.  Mayer  talks  about 
the  social  value  of  these  instruments.  Historically,  when  we  think 
of  banking,  the  great  social  value  of  banking  is  providing  credit  for 
entrepreneurial  enterprise.  We  are  entering  a  world  where  banks, 
because  of  their  vested  interests,  which  is  understandable,  as  in  the 
game  of  developing  instruments  that  leverage  uses  of  capital. 
Banks  aren't  necessarily  expanding  entrepreneurial  endeavors,  al- 
though to  some  extent  they  do  diminish  some  of  the  risks  in  com- 
mercial transactions.  Mr.  Mayer  would  you  like  to  comment? 

Mr.  Mayer.  I  would  like  to  comment  generally.  I  have  several 
quarrels  with  my  colleagues  here.  I  am  sort  of  sad  now  that  I  didn't 
read  my  paper.  I  have  just  been  given  a  list  of  the  banks  heavily 
exposed  in  the  derivatives  market  as  of  June  30. 

Mr.  Berry  says  that  this  market  is  for  high-credit  rated  institu- 
tions. Most  of  the  banks  on  this  list  are  not  high-credit  rated  insti- 
tutions. In  fact,  one  of  the  problems  the  banking  industry  has  had 
in  this  country  is  that  the  credit  ratings  of  the  banks  have  been 
below  those  of  the  better  borrowers,  and  it  has  been  very  difficult 
for  the  banks  to  make  a  living. 

This  is  not  a  market  in  which  credit  ratings  have  been  impor- 
tant. I  cite  in  my  paper  the  comments  by  Robert  Litzenberger,  a 
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Wheaton  School  professor  and  president  of  the  American  Finance 
Association,  in  his  presidential  report  in  1991.  He  said,  quote, 
"Quoted  swap  rates  do  not  reflect  credit  rating  differences  between 
the  counter  parties,  that  is  firms  do  not  pay  up  to  do  swaps  with 
highly  rated  counter  parties." 

Then  he  explains.  He  gives  his  own  explanation  of  why  this 
should  be  so.  But  it  shouldn't  be  said  that  credit  rating  is  impor- 
tant when  we  can  look  at  the  people  who  are  the  big  players  and 
see  they  don't  have  very  good  credit  ratings  and  we  have  the  testi- 
mony of  the  president  of  the  American  Finance  Association  that 
credit  ratings  don't  play  a  major  role. 

Mr.  Leach.  If  I  could  interrupt  you.  There  does  seem  to  be  an 
implicit  view  that  the  large  Federal  banks  have  the 

Mr.  Mayer.  They  have  that. 

Mr.  Leach.  It  is  the  Federal  Government's  credit  rating. 

Mr.  Mayer.  They  have  the  U.S.  taxpayer  behind  them  and  there- 
fore they  are  OK.  But  both  the  FDIC  and  to  some  extent  the  Con- 
gress has  now  been  helpful  in  saying  to  them,  you  won't  lose 
money  dealing  with  these  guys,  and  there  is  a  moral  hazard  in  this 
situation  which  I  think  is  quite  clearly  there. 

Once  again,  these  are  not  major  problems  today.  The  Fed  has 
also  made  these  guys  much  better  risks  in  the  last  3  years  having 
directed  government  policy  toward  making  the  banks  look  profita- 
ble. But  nevertheless,  there  are  ways  of  looking  at  this  that  are 
quite  troublesome  to  me.  Nobody  at  this  table,  for  example,  has 
mentioned  liquidity  risk. 

A  recent  IMF  report  argues  that,  "liquidity  risks  puts  limits  on 
the  reliability  of  the  methods  used  to  control  market  risk,  and 
should  generate  skepticism  over  claims  that  risk  control  software 
has  eliminated  market  risk  as  a  matter  for  concern."  What  that 
means  is  if  you  get  in  trouble,  the  over-the-counter  market  seizes 
up,  you  can't  trade  on  it. 

When  you  look  at  September  1992  when  the  British  pound  went, 
what  you  find  is  that  the  futures  exchange  markets  in  Chicago  and 
London,  the  currency  markets  that  are  publicly  traded  markets, 
more  than  doubled  their  volume,  because  the  banks  couldn't  deal 
with  each  other  anymore.  The  over-the-counter  markets  seized  up 
just  as  they  did  in  October  1987. 

It  seems  to  me  that  there  should  be  a  clear  bias  in  the  legislation 
and  the  regulation  for  publicly  traded  instruments  where  there  are 
public  bids  and  offers,  where  there  are  real  prices. 

The  banks  tell  me  they  are  marking  to  market.  You  can't 
market  4-year,  custom-made  currency  options  to  market.  There  is 
no  market.  You  do  a  simulation  and  you  say  you  have  marked  to 
market.  Bankers  Trust  did  simulations  on  that  stuff  and  the  regu- 
lators had  to  compel  them  to  take  off  whatever  it  was,  $45  million 
from  the  profits  for  the  previous  quarter,  because  those  simulations 
were  not  good. 

These  are  real  risks  around  here  and  bankers  deal  with  the  way 
human  beings  behave  in  trouble.  It  seems  to  me  there  should  be  a 
bias  toward  exchange-traded  instruments  rather  than  custom-made 
instruments.  There  should  be  a  bias  toward  things  where  we  know 
the  prices. 
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Banks'  trading  profits  look  the  way  they  look  in  part  because 
banks  are  allowed  to  carry  securities  at  their  cost.  When  they  need 
profits,  they  move  those  with  a  higher  price  into  the  trading  ac- 
count. This  is  the  way  banks  in  fact  behave  and  the  regulators 
have  not  over  the  years  controlled  it  much. 

I  am  not  saying  that  it  is  a  crisis  situation.  I  am  merely  saying 
that  looking  at  it  the  way  these  gentlemen  have  been  looking  at  it 
and  the  way  the  regulators  have  been  looking  at  it  is  inviting  a 
future  crisis  situation,  and  we  should  really  be  much  more  careful 
about  saying  just  because  we  have  got  this  happening  now,  it  is 
going  to  be  OK.  Maybe  it  is,  maybe  it  isn't.  Let's  do  a  little  projec- 
tion. 

Mr.  Brickell.  May  I  respond  to  the  question? 

Mr.  Leach.  I  yield  back  my  time.  I  think  he  is  responding. 

The  Chairman.  That  is  OK. 

Mr.  Brickell.  I  have  thought  about  the  question  you  raised 
about  why  banks  don't  lend  more  money.  It  certainly  has  been  a 
troubling  trend  in  the  banking  system  since  I  joined  the  bank 
where  I  work  back  in  1976. 

And  I  will  come  to  that  point,  but  I  want  to  correct  a  misimpres- 
sion  that  may  be  left  by  what  has  been  said  so  far,  that  credit  isn't 
an  important  element  of  decisionmaking  in  this  business.  There  is 
some  very  powerful  evidence  to  the  effect  that  credit  is  important. 
The  investment  banks  in  this  country  have  set  up  separately  cap- 
italized affiliates  to  deal  in  derivatives.  And  Salomon,  Goldman, 
Merrill  Lynch,  each  have  created  triple-A  rated  subsidiaries  to  be 
derivatives  dealers. 

Now,  if  credit  risk  doesn't  matter,  then  those  fellows  are  wasting 
their  money  when  they  make  those  subsidiaries  triple-A  quality 
counterparties.  But  I  don't  believe  that  is  the  case.  I  think  they  de- 
cided to  make  triple-A  rated  affiliates  because  they  know  that 
counter  parties  care  about  the  quality  of  the  credit  that  they  are 
dealing  with  in  this  business. 

And  that  triple-A  credit  standing  they  have  created  is  higher 
quality  than  that  which  any  regulator  would  ever  require.  It  is 
market  discipline  that  has  made  them  create  triple-A  entities. 

Real  prices,  definitely  are  available  for  these  privately  negotiated 
transactions,  they  are  quoted  on  screens.  They  are  quoted  in  the 
newspaper.  There  are  journalists  sitting  in  this  room  who  print  the 
prices  for  swaps  and  options  every  time  their  periodicals  are  re- 
leased. 

And,  to  come  back  to  the  Congressman's  question,  I  think  it  its 
worth  saying  that  if  there  were  a  bias  in  the  system  in  favor  of  ex- 
change-traded activities  and  away  from  privately  negotiated  activi- 
ties, you  would  discourage  bank  lending. 

I  don't  think  we  need  a  lot  of  engineering  to  bias  the  system 
away  from  privately  negotiated  activity.  These  privately  negotiated 
derivatives,  like  privately  negotiated  bank  loans,  are  a  good  activi- 
ty for  banks  as  long  as  they  are  well  managed. 

Mr.  Leach.  Thank  you. 

The  Chairman.  Mr.  Castle. 

Mr.  Castle.  Thank  you,  Mr.  Chairman. 

This  is  very  interesting  to  me.  I  spent  part  of  the  last  24  hours,  a 
few  minutes  here  and  there,  trying  to  figure  out  what  derivatives 
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are  so  I  don't  make  a  complete  fool  of  myself  trying  to  ask  ques- 
tions. I  am  not  sure  I  totally  understand  it  yet,  but  I  do  sense  that 
it  is  an  area  that  is  slightly  different  than  the  usual  banking  activi- 
ties that  we  deal  with. 

I  would  like  to  ask  anyone  on  the  panel  who  might  know  the 
answer.  It  might  be  in  the  testimony;  I  didn't  see  it.  What  percent- 
age of  the  insured  banks  in  the  United  States  participate  in  deriva- 
tives activities?  Do  even  very  small  banks  do  this,  or  is  it  basically 
the  Morgans  and  the  Citibanks  and  the  Chases  and  those  who  do 
it? 

Mr.  Berry.  The  dealer  activity  is  concentrated  among  very  large 
sophisticated  companies  in  New  York,  Chicago,  and  California.  It  is 
a  relatively  small  community  on  the  dealer  side,  which  was  what  I 
was  addressing  my  comments  to. 

On  the  user  side,  I  think  it  is  a  much  broader  universe  and  is 
part  of  banks'  regular  management  of  their  interest  rate  profile. 

Mr.  Castle.  Putting  it  another  way,  do  smaller  banks  pool  their 
money  and  give  it  to  the  larger  backs  to  invest  in  this,  or  the  funds 
are  not  mingled  at  all,  they  don't  go  into  pools  of  finance? 

Mr.  Berry.  A  derivative  contract  is  basically  an  agreement  that 
will  alter  your  risk  or  your  exposure  to  a  change  in  interest  rates 
or  a  change  in  currency  rates. 

There  are  a  series  of  cash-flows  over  time  based  on  the  change  in 
interest  rates  versus  the  original  contractual  term,  so  if  I  were  a 
bank  and  the  arrangement  of  my  deposits  and  loans  and  securities 
were  such  that  I  would  earn  less  money  if  rates  went  up  and  I 
wanted  to  insulate  myself  from  that  risk,  I  might  call  up  Bankers 
Trust  and  J.P.  Morgan  and  do  a  swap.  Then,  if  my  current  business 
is  damaged  because  interest  rates  go  up,  I  am  compensated  because 
I  put  a  hedge  in  place.  It  is  not  very  different  than  a  farmer  selling 
forward  his  soybeans  into  the  futures  markets. 

Mr.  Castle.  To  the  regulation  side  of  this,  you  stated  earlier  that 
Standard  &  Poor's  in  my  view  has  always  been  an  entity  that  looks 
at  everything  very  closely,  and  you  say  that  you  have  not  lowered 
ratings  because  of  bank  derivative  activities  in  any  instance. 

Have  you  in  part  had  that  as  consideration  in  lowering  or  in- 
creasing ratings  or  any  effect  on  ratings  at  all? 

Mr.  Griep.  Not  among  the  major  dealers,  no.  In  fact,  the  existing 
ratings  among  the  major  dealers  would  suggest  that  the  ones  who 
have  implemented  successful  derivative  dealing  strategies  have  ac- 
tually benefited  from  that  in  terms  of  their  creditworthiness  over 
the  last  10  years. 

Mr.  Castle.  If  I  was  with  your  firm  and  I  was  worried  about  rat- 
ings and  you  know  what  would  come  up,  I  would  understand  I 
think  mortgages  and  savings  accounts  and  the  various  obvious 
things  we  are  all  familiar  with  in  banks;  when  it  got  to  derivatives, 
I  would  be  edgy  simply  because  I  don't  know  much  about  it. 

You  all,  I  assume,  have  a  great  deal  of  knowledge  in  this  area.  Is 
this  a  form  of  trading  and  asset,  if  you  will,  or  whatever,  that 
frightens  you  at  all?  Are  you  very  comfortable  with  it  in  terms  of  it 
being  relatively  safe  because  of  the  mechanisms  that  are  in  place 
that  allow  the  banks  to  protect  their  customers? 

Mr.  Griep.  Well,  comfort  would  be  overstating  it,  I  think,  but  we 
did  in  our  review  of  the  major  bank  dealers  come  to  the  conclusion 
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that  the  risks  were  reasonably  well  managed  and  well  identified, 
and  felt  that  they  were  bounded  in  such  a  way  that  while  there 
may  be  occasional  losses  in  one  or  another  area  of  derivatives  oper- 
ations, that  the  size  of  those  problems  would  be  of  manageable  pro- 
portion within  the  context  of  the  overall  risk  profile  of  those  firms. 

We  are  concerned,  and  in  the  written  testimony  I  have  cited  sev- 
eral areas  of  specific  concern,  but  generally  they  are  derived  from 
the  rapid  growth  and  the  strain  that  that  is  putting  on  not  only 
internal  risk  management  and  management  information  systems 
and  controls,  but  on  the  regulatory  and  the  accounting  area's  abili- 
ty to  identify  and  to  disclose  those  risks.  But  again,  I  think  the  rat- 
ings are  the  bottom  line  and  we  have  not  changed  any  ratings  as  a 
result. 

Now,  just  the  one  other  area  that  I  would  point  out  clearly  as  a 
company  shifts  to  a  greater  reliance  on  speculative  trading  activity 
as  opposed  to  customer-driven  activity,  that  is  going  to  have  a  neg- 
ative ratings  impact  and  there  are  examples  of  that  in  the  broader 
spectrum  of  derivative  dealers,  but  they  are  outside  of  banks. 

Mr.  Castle.  Thank  you,  Mr.  Chairman.  I  have  no  further  ques- 
tions. 

The  Chairman.  Thank  you. 

Well,  gentlemen,  if  you  will  bear  with  us  so  we  haven't  been  in- 
terrupted by  any  rollcall  votes  signals,  and  if  you  have  the  time,  we 
might  be  able  to  take  care  of  some  of  the  other  questions  that  oth- 
erwise would  be  referred  to  you  in  writing. 

I  believe  the  thing  that  strikes  me  as  being  a  basic,  important 
thing  from  the  regulators'  reports  are  that  they  really  don't  have, 
though,  they  are  doing  I  guess  about  as  well  as  they  can,  the  specif- 
ic policies  of  reporting  requirements  concerning  banks'  speculative 
activities  in  this  derivative  aspect.  And  since  I  must  for  the  record 
confess  a  great  debt  to  Mr.  Martin  Mayer  for  years  even  before  I 
thought  I  would  ever  be  a  Member  of  this  great  body. 

Mr.  Mayer.  Thank  you. 

The  Chairman.  I  believe  I  have  every  one  of  your  books. 

And  it  is  really  very  impressive,  Mr.  Mayer,  to  go  back  and  pick 
up  a  book,  I  think  it  was  published  in  the  1970's,  about  the  dollar.  I 
believe  it  was — and  see,  that  is  what  is  hovering,  as  I  see  it,  it  is  a 
specter  hovering  above  us  all  as  we  discuss  this,  because  if  the  Eu- 
ropean monetary  system  really  gets  fleshed  out,  as  it  looks  as  if  it 
will  be,  and  there  is  a  reason  why  ever  since  I  became  chairman,  I 
first  discussed  it  briefly  with  Chairman  Greenspan,  but  long  before 
that  I  had  been  concerned,  because  of  the  continuing  sustained  loss 
of  value  of  the  dollar. 

And  what  all  history  reveals  when  that  happens  over  a  sustained 
and  uninterrupted  period  of  time  in  conjunction  with  these  other 
phenomenon,  and  it  seems  to  me  that  if  that,  as  the  statistics  seem 
to  show  is  true,  the  great  indulgence  we  have  had  of  being  the  only 
nation  that  has  been  able  to  pay  its  debts  in  its  own  currency,  and 
with,  as  I  see  it,  a  very  clear  danger  that  the  dollar  could  be  re- 
placed as  the  international  reserve  currency  unit,  it  seems  to  me 
that  given  the  tremendous  capability  today  to  jerk  the  currency 
markets — we  had  last  September's  experience,  and  that  it  is  impor- 
tant that  we  know  exactly  to  what  extent  anything  if  possible 
could  be  done  to  ensure  that  should  there  be  a  change,  it  not  be  so 
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radical,  that  with  this  huge  debt  overhang  that  we  have  piled  up  in 
our  country,  governmental,  private  and  corporate,  that  we  would 
suddenly  be  paying  the  debt  in  somebody  else's  currency,  whether 
it  is  the  ECU,  or  whatever,  or  some  combination. 

It  seems  to  me  that  for  5  years  it  was  more  than  possible  because 
it  seemed  that  all  that  had  to  be  done  was  a  couple  of  these  coun- 
tries, two  or  three  of  them,  to  pool  their  reserves  and  nationalize 
their  unit.  So  I  was  going  to  ask  you,  Mr.  Mayer,  the  regulators, 
the  OCC,  and  the  Federal  Reserve  gave  us  excellent  information  of 
the  credit  equivalent,  the  risk  exposure  of  the  major  bank  deriva- 
tives dealers.  The  data  shows  that  several  of  these  banks  have  400 
to  500  percent  of  their  capital  in  credit  exposure  from  derivatives. 

The  question  is,  were  you  aware  of  this,  and  from  a  safety  and 
soundness  standpoint,  do  you  have  any  recommendations  you  could 
give  us  as  to  what  we  could  do,  if  anything? 

Mr.  Mayer.  Well,  that  is  a  big  question.  This  has  been  a  very 
funny  year  in  the  world.  The  people  who  run  Russia  decided  they 
wanted  dollar  bills  for  the  strategic  stockpile.  So  the  Fed  has  been 
able  to  create  lots  of  dollar  bills  and  they  have  gone  abroad  and 
nobody  knows  what  happened  to  them  and  they  haven't  had  any 
inflation  effect. 

And  the  way  the  markets  are  responding  to  the  postcold  war 
economies  are  strange  and  nobody  really  understands  it  terribly 
well,  except  perhaps  a  lot  of  people  who  are  making  money  out  of 
it. 

The  derivatives  phenomenon  increases  through  the  articulation 
of  these  markets  and  changes  the  way  currencies  relate  to  each 
other.  The  worry  this  year  for  me  has  been  a  sort  of  "distant  hori- 
zon" Gresham's  law,  that  people  will  be  using  dollars  for  transac- 
tions and  keeping  their  marks  and  yens  as  a  store  of  value.  This  is 
a  possibility.  It  is  not  yet  happening. 

It  is  not  beyond  the  realm  of  things  that  could  happen.  But  that 
is  modern  communications;  that  is  not  banking.  I  don't  know  what 
you  are  going  to  do  about  it.  You  make  a  certain  amount  of  mis- 
takes, eventually  you  pay  for  them. 

But  the  derivatives  market  has  not  concerned  me  as  a  matter  of 
immediate  risk.  It  has  concerned  me  as  something  that  is  likely  to 
spiral  out  of  control.  The  speed  with  which  it  is  growing,  as  Mr. 
Griep  said,  and  the  intense  difficulty  of  keeping  a  handle  on  it.  You 
know,  Salomon  Brothers  just  paid  Abramson  $30  or  $40  million,  it 
said  in  the  newspaper  because  they  took  the  valuation  of  a  swap 
from  prices  in  a  newspaper. 

They  looked  at  their  treasury  desk,  they  said  what  are  the  prices 
today,  and  it  was  a  day  when  the  derivatives  market  was  off  the 
main  market,  which  does  happen  in  this  world;  they  had  it  wrong. 
This  thing  can  be  multiplied.  It  is  possible. 

I  did  a  study  on  marking-to-market  for  Pete  Marwick  once,  and 
it  is  possible  in  long  dated  currency  options  for  both  sides  to  say 
they  have  a  positive  position  at  a  given  time.  There  are  different 
ways  you  can  do  it. 

The  Group  of  Thirty  calls  for  uniform  accounting  standards,  and 
in  the  same  recommendation  it  says,  you  should  take  down  to  your 
profits,  down  as  profits  what  you  show  as  a  gain  on  these  things 
from  your  own  valuation  of  it.  All  this  is  clumsy. 
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As  the  market  gets  bigger,  the  clumsiness  gets  more  dangerous.  I 
have  taken  too  much  of  your  time  with  this.  You  have  asked  me  a 
very,  very  difficult  question  and  that  is  the  best  that  I  can  do  with 
it. 

The  Chairman.  No.  I  think  it  was  excellent  and  I  deeply  appreci- 
ate it.  Of  course,  I  will  be  submitting  some  additional  questions  and 
maybe  touch  on  this  and  you  can  enlarge  on  it. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  But  mind  you,  I  am  not  saying  that  I  let  these 
fears  of  mine  control.  I  am  really  an  optimist  inherently  and  essen- 
tially, but  where  there  are  possibilities,  and  those  possibilities  are 
in  areas  in  which  perhaps  1  year  from  now  or  2  or  3  or  5  or  10  the 
question  will  be  asked,  well  now,  weren't  you  on  the  Banking  Com- 
mittee when  all  of  this  went  on?  What  did  you  do,  what  did  you 
say?  And  that  is  the  reason  I  am  concerned  and  trying  to  do  the 
best  we  can. 

Mr.  Brickell,  do  you  have  a  statement?  -^ 

Mr.  Brickell.  Well,  I  wanted  to — Mr.  Mayer's  comment,  and 
being  here  with  him  today,  reminds  me  that  there  are  many  of  us 
here  who  owe  him  a  debt.  When  I  first  started  in  banking,  my  in- 
troduction to  that  field  came  from  the  book  that  he  wrote  in  1975. 
And  I  think  that  one  of  the  principles  that  he  enunciated  back 
then  and  stuck  with  through  the  years  also  a  principle  that  this 
committee  has  enunciated  in  legislation  like  FDICIA;  that  is,  that 
it  is  important  to  try  to  keep  track  of  the  market  value  of  your  ac- 
tivities. 

I  think  it  is  worth  commenting  that  in  the  derivatives  business, 
we  have  tried  to  use  the  best  thoughts  of  gentlemen  like  Mr.  Mayer 
and  do  exactly  that.  One  of  the  recommendations,  and  I  think  it  is 
the  single  most  important  recommendation  in  the  global  deriva- 
tives study,  is  that  derivatives  dealers  should  mark  their  positions 
to  market  at  least  every  day,  sometimes  more  than  once  a  day. 

It  is  not  always  possible  to  get  the  precise  value,  as  Mr.  Mayer 
points  out.  Sometimes  you  have  to  make  your  best  estimate  of  what 
the  value  is,  but  by  trying  to  figure  out  what  the  value  is  each  day, 
you  quickly  see  when  you  are  running  into  problems. 

That  is  what  makes  the  difference  between  this  activity  and 
some  of  the  problems  that  other  Congressmen  here  have  worried 
about  during  the  day,  like  the  thrift  crisis.  There  wasn't  a  mark-to- 
market  attempt  to  try  to  keep  track  of  what  was  happening  in  that 
business. 

Here  there  is,  and  I  think  that  if  the  nature  of  the  business 
changes  in  the  future,  as  Mr.  Mayer  has  expressed  a  concern  that 
it  might,  it  will  show  up  more  quickly  because  we  are  using  the 
principles  that  you  all  have  passed  on  to  us. 

The  Chairman.  Well,  thank  you  very  much.  You  are  most  gener- 
ous. 

Mr.  Berry,  we  didn't  mean  to  neglect  you,  but  we  have  some 
questions  we  will  submit  in  writing,  and  I  know  that  at  least  two 
other  members  have  indicated  that  they  will  have  questions  in 
writing. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

The  Chairman.  So  you  have  been  very  patient.  You  have  gone 
through  the  day  and  right  up  to  about  2:18  p.m.  So  I  want  to  thank 
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you  very  much.  Your  help  is  of  extreme  value  to  this  committee, 
and  we  will  be  in  sustained  contact  with  you  anyway  as  we  go  into 
the  future.  Thank  you  very  much,  and  the  committee  stands  ad- 
journed until  future  call  of  the  Chair. 

[Whereupon,  at  2:20  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement 

Chairman  Henry  B.  Gonzalez 

Committee  on  Banking,  Finance  emd  Urban  Affairs 

Safety  and  Soundness  Issues  Related  to 

Bank  Use  of  Derivative  Products 

October  28,  1993 

This  hearing  is  to  examine  the  newest  phenomenon  sweeping  the 
banking  industry  —  the  use  of  derivative  products.  The  aggregate 
credit  exposure  to  U.S.  banks  from  derivative  holdings  is  $100  to 
$200  billion.  If  you  believe  banking  industry  promoters, 
derivative  products  are  the  best  thing  since  sliced  bread. 
Unfortunately,  those  same  bankers  were  thoroughly  toasted  when 
similarly  hyped  endeavors  like  loans  to  lesser  developed  countries, 
highly  leveraged  transactions  and  real  estate  loans  turned  sour  and 
ultimately  blew  up  in  their  faces.  Those  failures  seriously 
jeopardized  the  financial  health  of  the  bank  insurance  fund  and  we 
must  take  steps  to  ensure  that  the  same  does  not  happen  with 
derivatives.  ^ 

My  purpose  today  is  to  ensure  that  regulators  understand  the 
systemic  and  operational  risks  posed  by  derivative  activities. 

It  is  also  the  responsibility  of  the  Congress  to  ensure  that 
supervision  of  bank  derivative  activities  is  adequate.  We  have 
asked  the  regulators  many  questions  along  these  lines  and  I  look 
forward  to  their  responses. 

On  March  4,  1993,  I  introduced  legislation,  HR  1214,  to 
consolidate  the  bank  and  savings  and  loan  regulatory  agencies 
because  I  believe  the  public  would  be  much  better  served  by  the 
existence  of  a  single  bank  regulator  to  deal  with  complex  issues 
such  as  flerivatives. 
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In  my  invitation  to  regulators  to  appear  today,  I  asked  them 
a  series  of  questions  about  derivatives.  The  responses  I  received 
indicate  that  each  regulator  has  a  slightly  different  orientation 
and  philosophy  toward  derivatives  and  what  steps  are  needed  to 
ensure  safety  and  soundness.  Having  four  bank  regulators  formulate 
policies  for  the  same  topic  is  counterproductive  and  provides 
another  example  of  why  consolidating  the  regulators  is  a  top 
priority  of  this  Committee. 

Bank  derivative  activities  also  raise  a  number  of  concerns. 
First,  the  credit  risk  exposure  from  these  activities  is  high.  In 
fact,  at  most  money  center  banks,  the  credit  exposure  from 
derivatives  is  well  over  100  percent  of  bank  capital.  At  J. P. 
Morgan,  credit  risk  from  derivatives  exposure  as  a  percentage  of 
bank  capital  is  a  whopping  330  percent  and  at  Banker's  Trust,  the 
figure  is  an  astronomical  439  percent  of  bank  capital. 

Another  worrisome  fact  is  that  the§e  figures  do  not  take  inco 
account  other  types  of  risks  such  as  market  risk  and  settlement 
risk.  In  other  words,  these  banks  are  likely  to  be  vulnerable  to 
any  serious  disruption  in  the  credit  markets. 

Compounding  these  problems  is  the  absence  of  standardized  and 
adequate  disclosure  of  bank  derivative  activities.  Until 
disclosure  is  improved,  both  domestically  and  internationally,  the 
markets  and  regulators  should  continue  to  be  wary  of  bank 
derivative  activities.  I  believe  Congress  should,  in  fact,  mandate 
improved  disclosure. 

The  Committee  is  grateful  for  each  agency's  hard  work  and 


participation  in  today's  hearing  and  I  welcome  our  witnesses. 


61 


STATEMENT  BY 

REPRESENTATIVE  JAMES  A.  LEACH 

Before  the  Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearing  on  Derivatives 

October  28.  1993 


Thank  you,  Mr.  Chairman.  I  want  to  commend  you  on  calling  these  hearings  today 
on  this  new  and  challenging  issue  facing  the  Banking  Committee. 

In  analyzing  the  public  policy  concerns  related  to  derivatives,  legislators  and 
regulators  have  an  obligation  to  look  at  a  number  of  questions,  including  the  following: 

1 .  What  are  adequate  capital,  accounting  and  disclosure  standards  for  deriva 
live  products? 

2.  Is  there  adequate  coordination  between  U.S.  and  foreign  regulators? 

3.  Are  there  unique  issues  regarding  the  payments,  clearing  and  settlement  systems 
related  to  derivatives? 

4.  What  are  the  benefits  realized  by  users  of  derivatives  for  risk-management 
purposes? 

5.  Do  dealers  and  end-users  of  derivatives  have  adequate  internal  controls? 

6.  Are  there  adequate  protection  in  place  to  protect  imsophisticated  end-users? 

7 .  How  extensively  are  derivatives  used  for  purposes  of  speculation  and  what  should 
be  the  role  of  speculators? 

8.  What  is  the  level  of  systemic  risk  posed  by  derivatives? 

In  examining  sophisticated  financial  products  such  as  derivatives,  it  is  necessary  to  begin  with 
the  question  of  what  is  the  role  of  government  in  legislating  or  regulating  these  products.  Derivatives 
pose  an  interesting  conundrum  in  that  the  area  may  be  too  sophisticated  for  a  Congress  of  generalists 
to  deal  with  legislatively.  However,  this  does  not  mean  that  legislators  should  not  expect  sophistication 
from  those  parts  of  the  Executive  branch  charged  with  overseeing  the  fmancial  markets.  The  role  of 
any  legislation  addressing  derivatives,  if  deemed  necessary,  should  be  based  on  an  instinct  for  which 
Capitol  Hill  is  not  noted  —  temperate  modesty.  When  confronted  with  an  issue  beyond  the  background 
and  realm  of  understanding  of  most  legislators,  it  is  crucial  that,  with  or  without  new  legislation, 
responsibility  for  understanding  and,  if  necessary,  constraining  derivatives  markets  be  posited  in 
appropriate  parts  of  the  Executive  and/or  Federal  Reserve  Board  In  particular,  as  with  the  Basle 
Accord,  the  regulators,  most  likely  the  Fed,  should  attempt  to  establish  intemational  standards 
comparable  to  American  practices  or  for  America  to  adopt  standards  developed  for  use  elsewhere  if 
such  are  more  responsible  than  our  own. 

When  we  talk  of  derivative  instruments,  policymakers  must  be  careful  to  understand  the  broad 
array  of  products  and  services  that  are  subsumed  under  this  term  For  example,  the  ratings  agencies 
assign  widely  varying  levels  of  credit  risk  to  different  products  which  are  all  considered  derivative 
instruments.  Commodity  or  equity  contracts,  currency  swaps,  currency  options,  currency  futures  or 
forwards,  interest  rate  swaps,  interest  rate  options  and  interest  rate  fijtures  or  forwards  represent 
different  types  of  derivative  products  all  vAth  an  entirely  separate  risk  factor.  This  highlights  the 
sophistication  in  the  market  and  also  highlights  the  problems  that  policymakers  may  confront  as  they 
consider  the  need  to  supervise  this  market  It  also  demonstrates  the  level  of  complexity  in  the  market 
that  would  make  overly  intrusive  legislation  in  this  area  difficult,  with  a  reasonable  likelihood  that  it 
could  miss  the  mark  or  prove  counter-productive.  A  legislative  and  possibly  legislated  call  for  broad 
regulatory  vigilance  may  be  merited,  but  specificity  in  Congressional  standard  setting  would  appear 
to  be  unreal istically  imprudent. 

In  examining  the  different  types  of  derivative  instruments,  it  is  important  to  acknowledge  the 
benefits  that  derivative  products  provide  as  a  risk  management  tool  for  both  financial  and  non- 
financial  firms  By  allowing  companies  to  better  manage  the  risk  on  their  balance  sheets,  the  prudent 
use  of  derivatives  helps  market  participants  guard  against  market  volatility,  thus  providing  a  more 
stable  environment  for  job  creation.  In  particular,  prudential  use  of  derivatives  products  insulates 
companies  from  volatile  interest  rate  and  foreign  currency  exposures. 

In  addition,  the  lower  cost  of  funds  made  possible  by  the  growing  use  of  derivative  instruments 
has  provided  more  affordable  housing  and  cheaper  student  loans  while  decreasing  taxpayer  exposure 
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at  government  sponsored  enterprises  such  as  Fannie  Mae,  Freddie  Mac  and  Sallie  Mae.  In  fact,  some 
wonder  why  the  U.S.  Government  does  not  take  advantage  of  these  products  to  lower  its  funding  costs 
and  thereby  reduce  the  budget  deficit.  Sovereigns  throughout  the  industrialized  world  use  sophisti- 
cated financial  techniques,  including  derivatives,  for  more  efficient  management  of  their  financial 
needs  to  the  direct  benefit  of  their  taxpayers.  Although  risks  exist  in  the  speculative  use  of  derivatives 
as  evidenced  by  Malaysia's  wanton  loss  of  its  government  surplus,  a  strong  case  can  be  made  that  for 
hedging  purposes,  greater  use  of  derivatives  should  be  contemplated  by  the  US.  Government.  In  fact, 
the  U.S.  Treasury  today  may  be  assuming  a  greater  risk  in  its  current  efforts  to  shorten  maturities  of 
U.S.  borrowing,  than  it  would  be  in  using  derivative  products  for  financial  management  purposes. 

Here,  statistics  contained  in  the  recently  published  Group  of  30  report  concerning  the  levels 
of  counterparty  credit  losses  experienced  by  swap  dealers  are  instructive.  According  to  statistics 
contained  in  Appendix  A  of  the  Group  of  30  report,  only  $358  million  in  counterparty  losses  to  swap 
dealers  were  reported  over  a  10  year  period.  This  is  a  very  modest  figure,  particularly  when  the  fact 
is  taken  into  account  that  nearly  half  of  those  losses  came  from  a  single  set  of  transactions  with  U.K. 
local  authorities.  The  entire  amount  of  counterparty  losses  for  the  1 0  year  period  would  only  amount 
to  a  mid-level  credit  loss  at  one  of  the  many  S&Ls  for  which  Congress  has  already  appropriated  over 
$100  billion  in  loss  funds.  The  low  level  of  these  losses  gives  some  comfort  that  extensive  risk 
management  constraints  have  been  put  in  place  in  the  private  sector.  However,  all  parties  must 
recognize  that  the  past  is  not  always  a  guide  to  the  future,  especially  when  a  relatively  new  market 
explodes  in  size.  Hence,  regulators  have  an  obligation  to  stay  on  guard  as  this  marketplace  expands 
in  a  time  of  unprecedented  economic  uncertainties. 

While  derivatives  make  up  only  a  small  fraction  of  the  trading  activities  at  insured  financial 
institutions,  and  while  derivative  products  often  serve  a  useful  role  in  reducing  rather  than  increasing 
institutional  risk,  the  potential  exists  that  these  products  can  also  be  used  for  speculative  activities. 
There  is  no  escaping  the  circumstance  that  derivative  activities  in  the  '90's  must  be  examined  in  the 
context  of  the  decade  of  the '80's  where  America  over-leveraged  itself  with  junk  bonds,  junk  real  estate 
and  junk  S&Ls  of  its  own  making  and  junk  debt  of  LDC  manufacture. 

The  public  sector  must  recognize  what  is  at  issue  and  the  private  sector  must  realize  the 
dangers.  As  someone  who  represents  an  agricultural  constituency,  which  includes  some  of  the  most 
sophisticated  agri-businesses  in  the  world,  I  would  stress  that  no  one  knows  better  than  the  farmer  the 
fine  line  between  hedging  and  speculating  and  the  ease  with  which  this  line  can  be  crossed. 

Human  nature  being  what  it  is,  the  prospect  of  destabilizing  speculation  in  certain  types  of  these 
products  cannot  be  ruled  out.  Financial  markets  and  the  risks  involved  change  rapidly.  New  products 
are  introduced  every  day  and  it  is  often  difficult  for  private  sector  participants  as  well  as  policymakers 
in  government  to  judge  adequately  new  risks.  Currency  markets,  for  instance,  which  have  been  such 
a  source  of  money  center  bank  profitability  in  recent  years,  could  become  more  problematic  if  new, 
less-sophisticated  entrants  attempt  to  play  leveraged  games  with  other  peoples*  money.  It  is  crucial, 
at  a  minimum,  that  regulators  assure  that  the  1980's  S&L  circumstance,  where  profit  was  privatized 
and  loss  socialized,  not  be  allowed  to  repeat  itself  in  federally  insured  financial  institutions. 

In  recent  years  the  near  perfect  fall  ing  interest  rate  macro-economic  en  vironment  has  produced 
record  profits  from  traditional  lending  for  most  community  banks.  However,  because  of  certain  credit 
problems  and  other  competitive  factors,  money  center  institutions  have  had  difficulty  turning  a  profit 
in  traditional  banking  areas,  but  have  found  new  profit  sources  in  currency  trading  and  other  areas 
historically  considered  the  province  of  investment  banks.  While  community  banks  pay  taxes  to  our 
government,  money  center  banks  appear  to  have  figured  out  how  to  tax  foreign  governments.  When 
foreign  governments,  a  la  the  British,  put  pride  above  market  forces,  private  sector  money  managers 
not  unnaturally  take  advantage  of  circumstance.  But  when  candy  is  taken  from  children  one  day,  the 
possibility  political  kids  may  unite  and  rebel  the  next  cannot  be  ruled  out. 

In  the  derivatives  arena  there  is  also  a  problem  of  new  kids  on  the  block.  If  problems  develop 
in  the  derivatives  marketplace,  it  is  a  good  bet  that  they  will  be  less  likely  to  stem  from  the  major  firms 
operating  in  the  mainstream,  than  fi'om  firms  that  are  new  entrants  or  operating  at  the  fringes  of  this 
market.  Any  regulation  in  the  derivatives  area  must  be  premised  on  the  assumption  that  all  market 
participants  are  not  equal  in  sophistication  or  integrity  and  that  distinctions  must  inevitably  be  made 
between  prudential  and  less  prudential  actors.  Just  as  well-run,  well-capitalized  financial  institutions 
have  a  powerful  case  for  considerable  deregulation  today,  poorly  run,  poorly  capitalized  institutions 
demand  significant,  if  not  draconian  oversight. 

Hence,  regulators  must  be  extremely  discerning  in  their  supervision  of  derivatives.  While  not 
inherently  de-stabilizing,  derivatives  provide  ways  of  either  leveraging  or  de-leveraging  financial 
institutions.  One  institution's  hedge  may  be  another's  speculation.  In  hindsight  it  is  clear  that  in  a 
rising  interest  rate  market,  derivative  products  would  have  been  particularly  useful  for  S&Ls  during 
the  late  '70's  and  early  '80's  to  hedge  against  interest  rate  risk.  Such  a  use  of  derivatives  as  a  financial 
management  tool  could  have  saved  the  taxpayer  significant  sums  of  money. 

Alternatively,  over-use  or  mis-use  of  derivatives  when  markets  turn  can  cause  market 
participants  to  get  into  trouble.  Questions  still  persist  related  to  the  case  of  Franklin  Savings  in  Kansas. 
No  S&L  at  the  time  put  more  effort  into  devising  hedging  tools.  As  the  court  case  showed,  it  was 
extremely  difficult  to  assess  who  was  right.  Management  contended  its  techniques  were  simply  too 
sophisticated  for  the  government  to  understand   The  government,  on  the  other  hand,  maintained  that 
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whether  intended  or  not,  Franklin  was  involved  in  imprudent  speculation  to  the  detriment  of  the 
taxpayer.  Merits  of  the  legal  circumstance  aside,  the  Franklin  case  underscores  the  need  for  industry 
and  regulators  to  share  on  a  timely  basis  their  concerns,  and  for  risk  management  education  to  be  a 
mutual  responsibility. 

The  use  of  derivative  instruments  must  be  weighted  from  a  policy  perspective  in  terms  of 
systemic  as  well  as  institutional  risk,  especially  as  such  risk  may  relate  to  the  federally  insured  deposit 
system. 

In  examining  the  risks  posed  by  derivative  instruments,  three  issues  stand  out;  capital, 
accounting,  and  disclosure.  Ofthese  three  issues,  capital  would  appear  to  be  the  most  important  factor. 
Capital  is  the  cushion  that  protects  a  firm  from  credit  and  market  risk.  For  an  insured  institution,  capital 
represents  the  best  protection  for  the  taxpayer  from  the  risks  inherent  in  the  marketplace. 

With  this  in  mind,  it  is  nevertheless  not  an  easy  task  to  determine  the  amount  of  capital  that 
should  be  allocated  by  a  bank  for  purposes  of  its  derivative  business.  The  new  proposed  BIS  capital 
standards  would  take  into  account  netting  and  apply  separate  standards  for  interest  rate  and  market 
risks. 

I  would  caution,  however,  that  it  may  be  a  mistake  to  view  new  interest  rate  and  market  risk 
standards  as  an  adequate  substitute  for  a  strong  leverage  requirement.  A  strong  leverage  ratio  remains 
the  most  important  protection  for  taxpayers  against  risk  in  the  fmancial  system.  It  also  remains  the 
fairest  way  to  constrain  competitive  growth  within  the  banking  sector.  One  of  the  least  analyzed  parts 
of  the  American  S&L  expansion  in  the  1980's  was  the  degree  to  which  lack  of  attention  to  capital 
standards  caused  disproportionate  deposit  growth  in  certain  institutions  in  a  certain  industry  in  certain 
parts  of  the  country.  Attention  to  leverage  ratios  is  not  only  important  in  assessing  taxpayer  risk,  but 
also  for  competitive  equity,  and  regional  and  industrial  credit  allocation.  Further  research  must  be 
encouraged  related  to  the  issue  of  capital  standards  for  derivatives,  recognizing  that  public  sector 
judgements  may  not  always  coincide  with  private  sector  recommendations 

Concerning  accounting  and  disclosure  standards,  efforts  should  be  made  to  seek  greater 
harmonization  of  international  standards.  Greater  transparency  is  critical  to  the  integrity  of  our 
fmancial  markets. 

One  final  area  for  supervisory  concern  that  is  often  overlooked  is  the  question  of  the  legal  risk 
involved  in  derivatives  activities.  Legal  risk  is  currently  a  wild-card  in  the  system  and,  as  evidenced 
by  the  case  of  U.K.  authorities  in  Hammersmith  and  Fulham,  one  that  is  unpredictable  even  in 
developed  societies.  Until  the  goal  of  harmonized  international  standards  is  reached,  regulators  must 
be  especially  sensitive  to  this  potential  problem  area. 

In  dealing  with  supervisory  standards  for  capital,  accounting,  and  disclosure,  legislators  have 
little  choice  but  to  rely  rather  heavily  on  the  judgment  of  regulatory  agencies.  This  leads  to  one  of  the 
least  emphasized  but  most  pressing  challenges  of  government  in  a  modem  world  —the  need  for  careful 
attention  to  quality  control  in  appointments.  In  general,  the  private  sector,  because  of  incentive 
motivations,  is  much  smarter  with  money  than  the  public  sector.  This  is  why  it  is  particularly  important 
to  have  people  at  government  agencies  with  proven  expertise.  The  government  cannot  be  run  by 
campaign  managers,  particularly  at  organizations  that  demand  sophisticated  knowledge  such  as  the 
fmancial  regulatory  agencies.  Appointments  to  these  agencies  must  be  made  based  on  merit  and  not 
as  a  reflection  of  political  indebtedness  by  a  candidate  to  an  individual  or  industry  group. 

Nothing  underscores  the  need  for  a  government  of  meritocracy  more  than  the  challenges  the 
Executive  branch  faces  in  regulating  products  such  as  derivatives.  The  best  and  the  brightest  may  make 
mistakes,  but  generally  they  will  be  less  often  with  less  devastating  impact. 

Sophisticated  fmancial  products  pose  a  particular  challenge  to  bank  regulators  such  as  the 
Federal  Reserve  that  have  been  rightfully  forceful  in  guarding  their  independence  Any  failure  to 
supervise  prudentially  federally  insured  institutions  which  leads  to  another  financial  debacle  for  the 
taxpayer  would  inevitably  force  Congress  to  re-address  structures  One  needs  to  look  no  further  that 
the  old  Federal  Home  Loan  Bank  Board  to  see  what  happens  to  an  independent  agency  that  fails  in 
its  regulatory  responsibilities.  The  only  thing  more  dangerous  than  a  Congress  faced  with  a  problem 
over  its  head  is  a  Congress  asked  to  correct  a  problem  exacerbated  by  people  who  should  have  known 
better. 

Derivatives  also  underscore  the  need  for  the  government  to  work  with  industry  groups  to 
monitor  complex  fmancial  products  While  the  history  of  industry  self-regulation  has  not  been  overly 
impressive,  clearly  to  date,  in  the  derivatives  area,  the  private  sector  is  leading  the  public,  not  only  in 
the  development  of  new  market  instruments,  but  with  techniques  to  manage  and  constrain  risk  Care, 
however,  must  be  taken  to  insure  that  we  not  have  a  least  common  denominator  approach  taken  to 
regulation  which  might  be  adequate  for  one  kind  of  institution  in  one  time  frame  Tomorrow's  market 
circumstances  and  market  participants  may  not  be  the  same  as  today's. 

Thank  you  Mr.  Chairman  and  I  look  forward  to  hearing  the  testimony  of  today's  witnesses. 

-  30  - 
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Mr.  Chairman,  thank  you  very  much  for  holding  this  valuable  hearing  today.  This  hearing 
on  derivatives  is  an  important  opportunity  for  the  Committee  to  familiarize  itself  with  these 
fmancial  products,  and  the  potential  risks  involved. 

Frankly,  Mr.  Chairman,  I  am  quite  concerned  about  derivatives.   Throughout  our  existence, 
mankind  has  always  sought  to  protect  himself  by  instinctively  fearing  the  unknown.   It 
seems  that  these  financial  instruments  remain  unknown  to  Capitol  Hill,  and  that  therefore  we 
should  be  very  cautious  about  them.   It  is  troubling  to  me  that  few  outside  the  trading  desks 
of  Wall  Street  comprehend  these  instruments  despite  the  fact  that  trillions  of  dollars  are 
being  invested  in  this  market. 

One  of  our  most  important  duties  on  this  committee  is  to  ensure  the  safety  and  soundness  of 
our  banking  system  and  our  financial  markets.   These  are  the  building  blocks  of  our 
economy,  and  it  is  essential  that  they  remain  both  stable  and  healthy.    In  1987,  Wall  Street 
was  shaken  by  a  stock  market  downturn  that  would  have  spelled  economic  disaster  were  it 
not  for  careful  crisis  management  and  outside  intervention.   This  fiasco  should  serve  as  a 
warning  to  educate  ourselves  about  any  potentially  significant  risks  to  the  stability  of  our 
financial  markets. 

The  federal  government  must  step  up  its  efforts  to  monitor  derivatives  activities.    At  a 
minimum,  I  believe  that  an  interagency  task  force  should  be  immediately  created  to  assess 
these  risks  and  issue  recommendations  and  strict  guidelines  that  protect  the  government  and 
the  taxpayer  from  potential  liability  in  this  area.    The  recent  Office  of  Comptroller  of  the 
Currency  report  should  be  a  good  starting  point  for  further  work  in  this  area. 
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Mr.  Chairman,  we  must  be  proactive  on  this  issue.    Surely,  we  do  not  want  see  a  repeat  of 
the  savings  and  loan  ordeal.    This  was  a  $200  billion  mistake  that  could  have  been  contained 
by  early  action  by  the  Congress  and  the  Administration.    Let's  make  sure  that  we  are  taking 
the  appropriate  steps  now  to  protect  the  taxpayer  from  being  forced  to  rescue  the  financial 
industry  from  itself. 

Mr.  Chairman,  thank  you  again  for  your  leadership  on  this  issue.    I  ask  unanimous  consent 
to  submit  for  the  record  an  article  from  today's  Washington  Post  entitled  "Some  Industry 
Executives  See  Danger  of  Derivatives  Causing  'Meltdown.'"    I  hope  that  my  colleagues  will 
take  the  time  to  read  it. 
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Thank  you  Mr.  Chairman  I  am  very  grateful  to  you  for  scheduling  this  timely  bearing  on  such 
a  complicated  subject. 

I  doubt  that  any  aspect  of  the  financial  market  has  attracted  as  much  attention  lately  as  the 
derivative  market.  The  speed  with  which  this  market  has  developed  and  the  enormous  sums 
of  money  involved  have  rightly  attracted  the  attention  of  banking  regulators  and  of  this 
Committee. 

While  I  am  no  fan  of  unnecessary  government  regulation  of  the  capital  markets,  it  will  be 
impossible  for  those  of  us  in  Congress  to  properly  assess  the  risk  of  derivative  products  without 
these  hearings. 
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.Jonattian  Sandalman  on  tha  Salomon  Brothers  trading  door,  where 
''*'lM  oiaKM  mllllona  oveitaalng  the  firm's  derivatives  operations. 

Wall  Street's  Risky  Bets 

'Derivatives'  Are  Popular,  Profitable 
And  to  Many  a  Big  Danger  to  Markets 


By  Brett  D.  Fromson 

Washinglon  Post  SuH  Wnlcr 

NEW  YORK— Looking  like 
Huck  Finn  in  French  cuffs, 
freckle-faced  Jonathan  Sandel- 
man,  32.  strode  through  the  vast 
Salomon  Brothers  Inc.  stock 
trading  floor  urging  his  traders, 
salespeople  and  computer  jocks 
to  go,  go,  go. 

"1  love  it,"  said  the  young  Salo- 
mon managing  director.  '1  gotta 
live  this.  I  don't  sleep  at  night. 
.  . .  Are  my  eyes  still  bloodshot?" 

As  Sandelman  stepped  on  the 
trading  floor,  his  20-  and  30- 
year-old  salespeople  approached 
him  like  "A"  students  surround- 
ing their  teacher,  and  described 


the  latest  investments  cooked  up 
by  Salomon's  computer  analysts. 

One  of  their  recent  ideas  was 
to  create  an  imaginary  basket  of 
airline  stocks  that  included 
American.  United  and  Delta.  Sal- 
omon offered  customers  a  con- 
tract guaranteeing  them  today's 
prices  on  the  stocks  for  the  next 
six  months,  even  though  they 
didn't  actually  own  the  shares. 

If  the  stocks  fell,  Salomon 
would  pay  the  customers  the 
amount  of  the  decline.  If  the 
stocks  rose,  Salomon  would  not 
have  to  pay  the  customers  any- 
thing. In  either  case,  the  firm 
would  receive  a  substantial  fee 
for  the  transaction. 
The  mvestments  that  Sandel- 

See  DERIVATIVES,  A'28,  Col.  1 


DERlVATIVtS.  From  Al 

man  and  his  staff  sell  are  customited 
contracts  known  as  derivatives. 
They  are  called  derivatives  because 
their  values  rise  and  fall  with  those 
of  specific  stocks,  bonds,  connndi- 
ties  or  currencies  from  which  they 
are  derived,  such  as  the  stods  of 
American.  United  and  Delta. 

Derivatives  are  the  hottest,  most 
profitable  item  on  Wall  Street  since 
junk  bonds.  An  estimated  $4  trillion 
to  $8  trillion  of  such  deals  are  out- 
standing, and  the  total  is  growing 
rapidly,  producing  fat  profits  from 
fees  for  the  firms  that  arrange  the 
transactions  and  big  salaries  for 
their  traders. 

Some  investment  executives  and 
regulators  worry  that  because  big 
banks,  corporations,  mutual  funds  and 
pension  funds  reach  these  deals  in  pri- 
vate, derivatives  create  an  unknown 
risk  to  the  financial  markets.  (Details, 
Page  A29.I  The  House  Banking  Com- 
mittee will  hold  a  hearing  today  to  ex- 
amine the  potential  risks  derivatives 
pose  to  the  banking  system. 

Executive  recruiters  said  it  is  not 
unusual  for  a  smart  young  deriva- 
tives trader  to  be  paid  $500,000  to 
$1  million  per  year.  According  to 
one  headhunter  on  Wall  Street, 
someone  with  Sandelman's  position 
should  make  on  average  $2  million 
to  $3  million  a  year. 

The  derivatives  business  is  some- 
thing like  rotisserie  baseball,  the 
armchair  sport  in  which  participants 
•  pretend  to  be  managers  of  major 
.  league  teams.  Winning  and  losing  in 
:  the  imaginary  universe  of  rotisserie 
'.    baseball  depends  on  how  big-league 

■  players  pitch  and  hit  in  real  life. 

In  the  derivatives  game,  the  par- 
ticipants pretend  to  be  owners  of 
publicly  traded  securities.  They 
make  or  lose  money  depending  on 
:  how  the  price  of  the  real-life  securi- 
ties fluctuate. 

The  players  use  derivatives  either 
to  speculate  or  to  hedge. 

A  pension  fund,  for  example,  might 

speculate  on  a  group  of  European 

■  stocks  by  purchasing  a  derivative  con- 

:  tract  that  pays  off  if  those  stocks  go 

■  up  m  price.  In  that  case,  the  party 
that  sold  the  derivative  contract— a 
European  investment  bank,  say— is 

;  obligated  to  pay  the  pension  fund  the 
'  ■  increased  value  of  the  shares.  The  in- 
vestment bank  gets  a  fee  for  taking 
'  on  the  obligation. 

A  firm  that  wants  to  hedge— pro- 
tect Itself  against  large  losses— also 
can  use  derivatives.  A  bank  that  has 
too  many  fixed-rate  loans  may  swap 
the  pavmentstrnm  itsrustnniors  wilh 
aiiDllicr  bank  thai  lus  luu  inanv  \..in 
able-rate  loans.  The  trade  brings 
their  income  from  the  loans  in  line 
with  what  each  pays  its  depositors. 
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Dealers  Make 
Big  Profits  on 
New  Contracts 

DERrVATTVES.  From  A28 


Denvauve  contracts  on  stocks  are 
especially  popular  because  they  pro- 
vide a  relatively  cheap  way  to  place  fi- 
nancial bets,  compared  with  buying  or 
selling  shares  on  exchanges. 

Buying  $100  milbon  o(  stock  on  an 
exchange  generally  requires  the  cus- 
tomer to  put  up  at  least  $50  milLon  in 
cash.  But  for  $10  million,  a  company 
could  make  a  $100  million  bet  with  a 
derivatives  dealer  that  a  group  of 
stocks  will  nse  or  fall  in  price. 

The  large  fees  have  made  the  de- 
nvatives  busmess  lucrative  for  deal- 
ers such  as  American  International 
Group  Inc,  a  large  U.S.  property  and 
casualty  insurance  company.  AlG's 
denvatives  subsidiary  earned  $1.4 
biUion  for  the  parent  company  from 
the  third  quarter  of  1987  through 
the  first  quarter  of  1993.  according 
to  internal  company  information.  It 
employed  about  93  people,  which 
means  that  profits  totaled  $15  mil- 
lion per  employee. 

The  dealers'  big  profits  explain 
why  young  derivative  traders  and 
salespeople  are  among  the  best-paid 
people  on  Wall  Street. 

When  asked  about  compensation  in 
the  derivatives  business  at  Salomon, 
Sandelman  declined  to  comment. 

The  former  head  of  AlG's  subsid- 
iary. Howard  B.  Sosin.  owned  20 
percent  of  the  operation  and  was  en- 
titled to  a  fifth  of  Its  profits,  accord- 
ing to  industry  sources.  Internal 
company  documents  show  the  deriv- 
atives umt  earned  $340  million  last 
year,  which  would  have  made  his 
uke  $68  million.  A  secretary  lor  So- 
sin said  he  would  not  comment. 

Unlike  stock  market  uivestmg,  de- 
rivatives are  a  "zero-sum"  game, 
meaning  that  what  one  side  wins, 
someone  else  must  lose. 


Salomon's  sale  of  $10  million  of 
airline  derivatives  provides  an  exam- 
ple. At  the  moment  Salomon  takes 
the  customer's  bet   that  airline 
stocks  will  fall  in  pnce,  the  dealer  is 
on  the  hook.  If  airline  shares  decline. 
Salomon  must  fulfill  its  contractual 
obligation  to  pay  off  on  the  bet  i!  has 
sold  the  customer.  It  loses  what  its 
customers  win,  not  counting  its  fee. 
Dealers  such  as  Salomon  have 
ways  to  protect  themselves  against 
paying  off  on  too  many  losing  bets. 
Salomon  might  locate  another  cus- 
tomer that  wants  to  bet  the  opposite 
way_that  airline  stocks  are  nsuig. 

Or  the  firm  couW  sell  shares  of  the 
airlines  when  the  deal  is  struck.  That 
way  Salomon  would  have  the  cash 
available  to  pay  the  customer  if  airUne 
stocks  decline  and  Salomon  had  to  pay 
off  on  the  derivative  contract. 

But  esublishmg  a  fuU  reserve  is 
expensive  for  the  dealer.  Us  money 
IS  ued  up  for  the  life  of  the  deriva- 
tive contract. 


That  ts  why  dealers  do  t>ot  typtca]- 
ly  hedge  the  entire  amount  ol  the 
deals,  bat  only  a  small  portion.  If  the 
bet  goes  against  the  dealer — if  air- 
line stodt  prices  begin  to  fall — Salo- 
mon wmld  increase  its  hedge.  The 
more  aiHine  stock  prices  decline,  the 
more  shares  Salomon  would  plan  on 
selling  to  raise  the  cash  it  needs  to 
pay  ofif  the  customer. 

On  Wall  Street,  this  process  is 
known  as  'dynamic  hedging."  It  is  a 
tricky  procedure:  the  dealer  must  ad- 
just Its  hedge  constantly  to  keep  in 
step  with  movements  in  the  stock 
market. 

A  dealer  such  as  Salomon  has  so- 
phisticated computer  models  that 
tell  its  traders  which  shares  must  be 
bought  and  sold  to  hedge  the  firms 
various  derivative  obligations. 

The  people  who  design  these 
models  are  the  "quants" — quantita- 
tive analysts  who  have  doctoral  de- 
grees in  science  or  mathematics. 
Sandelman  has  a  dozen  or  so  quants 
in  a  room  just  off  the  trading  floor. 

Sandelman's  trader  responsible 
for  keeping  the  firm  hedged  is  Peter 
Thomas,  36,  who  at  times  leans  so 
far  into  the  four  computer  screens 
that  surround  him  that  he  looks  as  if 
he  is  about  to  fall  into  them.  He's 
"very  talented,  very  focused,"  San- 
delman said. 

In  partnership  with  a  young  math- 
ematician who  sits  in  the  hushed 
room  off  the  trading  floor,  Thomas  is 
responsible  for  hedguig  billions  of 
dollars  of  derivative  commitments 
made  by  Salomon. 

Based  on  historical  market  data. 
Salomon's  proprietary  computer 
models  calculate  the  hedge  needed 
at  any  moment  to  protect  the  firm.  If 
the  market  becomes  wiWer  than  ex- 
pected, the  computer  will  tell  Thom- 
as to  sell  or  buy  more  shares. 

On  a  day  when  stocks  were  rising. 
Thomas's  computer  screen  flashed 
signals  indicating  that  he  should  buy 
specific  stocks  that  will  offset  the 
firm's  nsks  in  denvative  posiuons. 
Salomon  had  bet  some  of  its  custom- 
ers that  certain  stocks  wouW  not  go 
up.  and  must  profit  itself  when  they 
nse  so  that  it  can  pay  off  its  bets 
without  suffenng  a  loss. 

Thomas  shouted  in  a  hi^-pitched 
voice  to  a  nearby  trader.  "Buy  20 
Apple,"  by  which  he  meant  20.000 
shares  of  Apple  Computer  Inc.  With- 
in seconds  he  added,  '^uy  four  G's 
Microsoft."  meaning  4.000  shares  of 
Microsoft.  And  then:  "Nordstrom. 
SIX  G's."  which  is  an  order  to  buy 
6.000  shares  of  the  retailers  stock. 
"It's  less  frenzied  than  usual:  the 
markets  aren't  very  volatile."  he  said 
with  the  confidence  of  a  young  trad- 
er making  money. 
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1  here  is  one  cmu-di  uui^i^..^^  ».. 
tween  rotisserie  baseball  and  dema- 
tive  trading,  however.  Those  who 
play  rotisserie  baseball  have  no  im- 
pact on  the  real  major  leagues.  bA 
people  who  trade  derivatives  en 
make  decisions  that  are  felt  in  He  6- 
nancial  markets. 

For  example,  if  one  of  the  banks 
that  swapped  interest  rates  had  so 
many  derivative  commitments  that  it 
was  unable  to  keep  its  end  of  the  bar- 
gain, the  default  could  ripple  tbrouKh 
the  banking  system  and  global  securi- 
ties markets.  What  if  it  caused  a  crisis 
of  confidence  among  investors  con- 
cerned about  the  health  of  any  finan- 
cial institution  heavily  involved  in  de- 
rivatives? The  possibility  of  such  a 
panic  worries  some  Wall  Street  exec- 
utives and  government  officials. 

In  the  past,  the  bulk  of  doivatives 
trading  took  place  on  regulated  public 
markets  where  investors  could  buy 
and  sell  standardized  options  and  fu- 
tures contracts.  These  contracts  give 
investors  the  right  to  buy  or  sell  a  se- 
curity at  a  set  price  sometime  in  the 
future.  The  exchange  guaranteed  that 
the  contract  would  be  honored. 

But  today  about  half  the  deriva- 
tives trades  occur  off  the  exchanges. 
They  are  individually  tailored  to 
meet  the  special  needs  of  each  cus- 
tomer, and  usually  are  created  by 
the  dealers  in  privately  negotiated 
transactions.  The  securities  and  par- 
ties involved  in  these  deals  can  span 
nations  and  markets. 

Because  the  customized  deriva- 
tives are  not  subject  to  the  scrutiny 
of  regulators,  no  one  really  knows 
who  does  business  with  whom,  or 
the  nature  of  the  agreements.  Usu- 
ally, U.S.  companies  show  these 
transactions  only  in  footnotes  in  an- 
nual financial  reports  to  the  public. 

Many  of  the  nation's  leading  corpo- 
rations are  big  purchasers  of  deriva- 
tives. They  include  General  Electric 
Co.,  Ford  Motor  Co.,  International 
Business  Machines  Corp..  Sears,  Roe- 
buck and  Co..  General  Motors  Corp., 
Chrysler  Corp.  and  Dow  Chemical 
Co.,  according  to  Joe  Kolman,  editor 
of  Derivatives  Strategy  &  Tactics,  an 
industry  newsletter. 

Institutional  investors  such  as  mu- 
tual funds  and  pension  funds  use  de- 
rivatives to  hedge  unwanted  risks  or 
make  big  bets  to  enhance  their  in- 
vestment gams. 

The  biggest  dealers  are  the  larg- 
est brokerages,  commercial  banks 
and  insurance  companies.  In  1992, 
J.P.  Morgan  &  Co.,  the  parent  of 
Morgan  Guaranty  Trust  Co.,  gener- 
ated trading  revenue  of  about  $1  bil- 
lion, largely  from  derivatives. 

Wall  Street  is  selling  derivative 
contracts  on  every  class  of  security. 
A  utility  such  as  Potomac  Electric 
Power  Co.,  for  example,  might  want 
a  contract  allowing  it  to  buy  crude 


This  would  lessen  tbe  impact  ot  sup- 
ply interruptioas  that  could  drive 
prices  higher. 

A  derivatives  <fealer  could  match 
Pepco  with  an  od  suppber  that  is  wor- 
ried about  a  decbiie  ki  prices.  The 
supplier  would  guarantee  Pepco  to- 
day's price  for  a  specific  time  period, 
which  could  be  as  kng  as  20  years. 

If  the  dealer  does  not  have  anoth- 
er customer  willing  to  take  the  other 
side  of  the  transaction,  it  would 
guarantee  the  price  itself.  Either 
way,  the  dealer  collects  a  fee  for  ar- 
ranging the  transaction. 
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FOR  IMXEDIATE  RELEASE 

WASHINGTON.  DC.  October  8,  1993  Calling  for  a  full  examination 

of  the  risks  involved  in  banks'  derivatives  activities,  House  Banking 
Committee  Chairman  Henry  B.  Gonzalez  today  announced  the  first  Committee 
hearing  on  derivatives  products,  Thursday,  October  38,  1993,  «t  10  a.m. 
in  Room  2128  Raybum. 

"The  aggregate  credit  exposure  to  the  U.S.  banking  industry  from 
derivative  .loldings  is  in  the  neighborhood  of  $100-$200  billion," 
Chairman  Gonzalez  said.  "The  Banking  Committee  and  the  regulatory 
agencies  must  unwind  this  mystery  called  the  derivatives  market  because 
the  ultimate  bank  insurers  —  the  American  taxpayers  —  deserve  to  know 
what  they  are  underwriting." 

Derivative  products  are  contracts  whose  value  derives  from  the  price 
of  an  underlying  asset,  rate  or  index. 

The  Banking  Committee  Chairman  said  the  four  federal  bank  regulators 
will  testify  about  their  efforts  to  oversee  banks'  derivatives 
activities.  Major  questions  will  include: 

-  Is  the  bank  supervisory  process  adequate  to  identify  and  address 
derivative  risk? 

-  Are  banks  using  derivatives  to  engage  in  casino-like  gambling 
activities? 

-  Are  banks  being  required  to  set  aside  adequate  capital  to  cover 
potential  losses  incurred  in  derivative  activities? 

-  Would  the  deposit  insurance  fund  be  better  protected  by  moving 
derivatives  out  of  the  bank  and  into  a  subsidiary? 

Mr.  Gonzalez  said  he  does  not  necessarily  want  to  restrict  banks' 
derivatives  activities.  "Derivatives  are  an  essential  feature  of  a  market 
economy,  and  generally  help  an  individual  institution  minimize  risk  and 
increase  profitability,"  he  said. 
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"However,  what  is  good  for  one  bank  may  not  be  good  for  all  of  them. 
When  the  whole  industry  touted  loans  to  Lesser  Developed  Countries 
(LDCs) ,  for  Leveraged  Buyouts,  and  on  speculative  real  estate  as  the 
salvation  for  their  profits,  many  banks  failed.  I  do  not  want  to  see  that 
same  shortsightedness  rear  its  ugly  head  under  the  guise  of  derivatives. 
This  may  be  a  market  some  can  use  to  great  advantage  —  but  great  profits 
also  entail  great  risks.  We  need  to  understand  and  control  these  risks," 
he  said. 
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witness  List  -  Hearing  on  the  Safety  and  Soundness 
of  Bank  Derivatives  Activities 

October  28,  1993 

Room  2129  Rayburn  Building 

10:00  a.m. 

Panel  #1  -  Regulatory  Opinions 

Mr.  Eugene  A.  Ludwig,  Comptroller,  Office  of  the  Comptroller  of  the 

Currency  (OCC) 
Ms.  Susan  M.  Phillips,  Member,  Board  of  Governors  of  the  Federal 

Reserve  System 
Mr.   Jonathan   Fiechter,   Acting   Director,   Office   of   Thrift 

Supervision 
Mr.   Andrew  Hove,   Acting  Director,   Federal   Deposit   Insurance 

Corporation 
Ms.   Sheila   Bair,   Acting  Chairman,   Commodity   Futures  Trading 

Commission 
Mr.   J.   Carter  Beese,   Commissioner,   U.S.   Securities  Exchange 
Commission 

Panel  #2  -  Other  Perspectives  on  Bank  Derivative  Activities 

Mr.  Martin  Mayer,  Author 

Mr.  Mark  Brikell,  Vice-President,  J. P.  Morgan,  representing  the 

Group  of  Thirty 
Mr.  David  S.  Berry,  Director  of  Research,  Keefe,  Bruyette  &  Woods 
Mr.  Clifford  Griep,  Executive  Director,  Standard  &  Poor's 
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Invitation  Letters,  Written  Statements,  and  Answers  to 
Invitation  Questions 
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Honorable  Andrew  Hove 

Acting  Chairman 

Federal  Deposit  Insurance  Corporation  (FDIC) 

550  17th  Street,  N.W. 

Washington,  D.C.  20429 

Dear  Mr.  Hove: 

On  October  28,  1993  at  10:00  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the  safety 
and  soundness  issues  associated  with  bank  derivative  activities. 
You  are  respectfully  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  bank  derivatives  activities,  please 
work  with  the  Federal  Reserve,  the  Office  of  Thrift  Supervision 
(OTS) ,  and  the  Office  of  the  Comptroller  of  the  Currency  to  provide 
written  answers  to  the  following  questions  by  the  close  of  business 
October  26,  1993. 

A.    Regulation  and  Supervision 

1.  Please  define  and  explain  the  systemic  risks  associated  with 
bank  derivatives  activities?  To  what  extent  are  the  deposit 
insurance  funds  at  risk  from  bank  or  S&L  derivative 
activities? 

2.  Please  define  and  explain  the  risks  associated  with  individual 
financial  institution  involvement  in  derivative  activities. 

3.  What  steps  has  your  agency  taken  to  ensure  that  financial 
institution  derivative  activities  are  conducted  in  a  safe  and 
sound  manner? 

4.  Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  financial 
institution  derivative  activities? 

5.  Please  summarize  your  agency's  strategy  for  supervising 
financial  institution  derivative  product  activities? 
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6.  Provide  a  brief  overview  of  the  training  regime  available  to 
examiners  engaged  in  evaluating  derivatives  related 
activities?  How  many  examiners  are  trained  to  supervise 
derivative  activities?  What  steps  has  FDIC  taken  to  ensure 
examiners  are  properly  trained  to  supervise  derivative 
activities?  Is  there  a  separate  "derivatives"  examiner  corps 
at  the  FDIC? 

7.  To  what  extent  does  our  mu It i- layered  bank  regulatory  system 
complicate  efforts  to  supervise  derivatives  activities  at 
federally  insured  depository  institutions?  Would  a  single 
bank  regulatory  agency  improve  oversight  and  supervision  of 
bank  derivatives  activities?  Please  comment  on  Comptroller 
Ludwig's  call  for  the  creation  of  an  interagency  task  force  on 
derivatives. 

8.  Does  your  agency  support  additional  financial  reporting 
requirements  (e.g.  credit  exposure,  replacement  cost  exposure, 
etc.)  related  to  derivatives  information  contained  in 
financial  institution  financial  statements?   Please  explain. 

9.  Does  your  agency  support  changing  international  accounting 
standards  to  reflect  more  standardized  reporting  of 
derivatives  information  contained  in  financial  statements? 
Please  explain. 

10.  Are  financial  institution  risk  management  systems  adequate  to 
address  the  risks  of  derivatives  activities?  Please 
differentiate  between  the  large,  well  established  dealers 
versus  new  entrants  to  the  derivatives  market.  Is  your  agency 
developing  standardized  guidelines  for  bank  risk  management 
systems? 

11.  Does  your  agency  require  senior  managers  and  board  members  to 
pass  examinations  testing  their  competence  to  manage  the  risks 
of  derivatives  activities? 

12.  Should  financial  institutions  have  at  least  two  directors  that 
have  direct  experience  in  managing  the  risks  associated  with 
derivatives  activities? 

13.  Under  what  scenario(s)  could  an  individual  state  chartered 
bank  fail  as  a  result  of  derivatives-related  activities?  What 
catastrophes  in  the  markets  could  cause  a  derivatives-related 
bank  failure?  Are  banks  required  to  formulate/simulate  plans 
for  such  catastrophes? 

B.    Bank  Derivatives  Activity 

1.  What  percentage  of  derivatives  products  are  provided  by  state 
chartered  banks  (i.e.  what  is  state  chartered  bank  market 
share) ? 

2.  Please  provide  a  list  of  the  top  25  state  chartered  member 
banks  by  the  amount  of  their  derivatives  exposure.  Break  the 
information  down  by  type  of  derivative  product,  and  identify 
of  the  state  chartered  banks  that  are  considered  dealers? 
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C.  Concentration 

1.  What  are  the  pro's  and  con's  related  to  the  concentration  of 
bank  derivatives  activities  in  a  handful  of  large  money  center 
banks? 

2.  For  each  the  ten  largest  state  chartered  bank  derivatives 
dealers,  indicate  the  credit  exposure  related  to  derivatives 
as  a  percentage  of  the  banks  capital. 

3.  Does  your  agency  have  defined  criteria  that  must  be  met  before 
a  state  chartered  bank  can  offer  derivative  products?  Do 
state  chartered  banks  need  to  notify  your  agency  prior  to 
becoming  a  dealer  in  derivative  products? 

D.  Speculation 

1.  How  does  your  agency  define  and  identify  speculation  in 
derivative  products  activities  at  state  chartered  banks?  Are 
there  any  rules  or  regulations  involving  bank  speculation 
activities  using  derivative  products? 

2.  What  percentage  of  state  chartered  bank  derivative 
transactions  are  related  to  a)  market  making  functions?  b) 
speculation?   c)  risk  arbitrage? 

3.  To  what  extent  do  state  chartered  banks  enter  into  derivatives 
contracts  to  hedge  or  square  positions  on  their  own  balance 
sheets? 

4.  What  percentage  of  state  chartered  bank  derivatives 
transactions  are  entered  into  with  a)  other  market  makers?  b) 
financial  versus  nonfinancial  end-users?  c)  existing  bank 
customers?   d)  for  the  bank's  proprietary  trading  purposes? 

5.  For  the  top  derivative  dealers,  how  important  is  income  from 
derivative-related  activities? 

E.  Separately  Capitalized  Subsidiaries 

1.  What  are  the  pro's  and  con's  of  requiring  banks  to  establish 
separately  capitalized  subsidiaries  to  engage  in  derivatives 
activities? 

2.  In  providing  derivatives  products,  to  what  extent  does  deposit 
insurance  provide  banks  with  an  advantage  or  disadvantage 
over  nonbank  competitors? 

Please  provide  answers  to  the  following  questions  by  the  close 
of  business,  November  26,  1993. 

A.    Separately  Capitalized  Subsidiaries 

1.  Does  the  FDIC  currently  encourage  or  discourage  state 
chartered  banks  from  setting  up  separately  capitalized 
subsidiaries  to  engage  in  derivatives-related  activities? 
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2.  How  does  a  bank's  credit  rating  affect  its  ability  to  provide 
derivatives  products  to  its  customers?  How  does  a  banks 
credit  rating  affect  its  ability  to  perform  market  making 
functions  in  derivatives  products? 

B.  Over-the-counter  (OTC)  Versus  Organized  Exchange 

1.  What  percentage  of  the  state  chartered  bank  derivative 
transactions  are  arranged  over-the-counter  (OTC)  as  opposed  to 
being  arranged  through  an  organized  exchange?  What  percentage 
of  bank  OTC  transactions  are  between  market-makers  versus  OTC 
transactions  between  market-makers  and  their  customers? 

2.  What  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the 
markets? 

3.  To  what  extent  does  your  agency  interface/cooperate  with 
exchange  officials  associated  with  state  chartered  bank 
exchange  related  activities? 

4.  To  what  extent  does  your  agency  interface/cooperate  with  the 
Commodities  Futures  Trading  Commission  (CFTC)  and  the 
Securities  Exchange  Commission  (SEC)  related  to  state 
chartered  bank  derivatives  activities? 

5.  How  do  the  parties  to  a  derivatives  contract  ensure  contract 
performance  in  the  OTC  market? 

C.  Trusts 

1.  How  many  derivatives  products  (quantity  and  notional  value)  do 
dealer  banks  sell  to  their  existing  discretionary  trust 
customers?  nondiscret ionary  trust  customers?  What  is  the 
income  from  those  transactions? 

2.  Are  there  any  rules  governing  the  sale  of  derivative  products 
to  a  state  chartered  bank's  discretionary  or  nondiscret ionary 
trust  customers? 

3.  In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to 
sell  derivatives  products  to  its  discretionary  or 
nondiscretionary  trust  customers? 

D.  Trading  Accounts  and  Chinese  Walls 

1.  To  what  extent  are  there  legal  and  physical  barriers  erected 
between  state  chartered  bank  proprietary  trading  activities 
and  a  bank's  customer-related  derivatives  activities? 

2.  In  trading  for  their  own  proprietary  accounts,  to  what  extent 
do  dealer  banks  use  information  gleaned  from  customer-related 
derivatives  activities? 

E.  Taxes 

1.  Please  comment  on  the  feasibility  and'  implications  of  levying 
a  tax  on  speculation-related  derivative  transactions. 
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Please  address  any  other  issues  that  will  shed  light  on  your 
agencies  efforts  to  ensure  that  bank  derivative  activities  are 
conducted  in  a  safe  and  sound  manner.  References  in  the  letter  to 
the  word  "bank  or  financial  institution"  refer  to  those  state 
chartered  nonmember  banks  where  the  FDIC  is  the  primary  federal 
regulator.   Please  add  additional  information  as  desired. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  October  26,  1993. 


Thank  you  for  your  cooperation. 
to  your  testimony.   With  best  wishes. 


The  Committee  looks  forward 


lenry  B.  Gof 
Chairman 


HBG:dk/mc 
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INTRODUCTION 

Mr.  Chairman  and  Members  of  the  Committee,  I  am  pleased  to  have  this 
opportunity  to  present  the  views  of  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
on  the  involvement  of  insured  institutions  in  the  market  for  financial  derivatives.    A 
detailed  response  to  the  individual  questions  posed  in  your  letter  of  invitation  has  been 
submitted  to  the  Committee. 

The  FDIC  recognizes  that  the  size,  complexity  and  dramatic  growth  of  this 
global  market  demands  increased  regulatory  scrutiny  and  concern,  and  we  have 
attempted  to  respond  appropriately  and  promptly.   My  testimony  today  will  discuss  the 
management  by  financial  institutions  of  risks  posed  by  derivatives  and  the  FDIC's 
supervision  of  these  activities.   For  purp)oses  of  today's  testimony,  the  discussion  does 
not  cover  mortgage  derivatives. 


WHAT  ARE  FINANCIAL  DERIVATIVES? 

Broadly  defined,  a  derivatives  transaction  is  a  contract  whose  value  depends  on, 
or  derives  from,  the  value  of  an  underlying  asset,  reference  rate,  or  index. 

Financial  derivatives  are  principally  designed  to  transfer  price,  interest  rate  and 
other  market  risks  without  involving  the  actual  holding  or  conveyance  of  balance  sheet 
assets  or  liabilities.     These  instruments  or  contracts  are  generally  stated  or  recognized 
in  terms  of  a  "notional  value."   The  notional  amount  (or  notional  principal)  is  the 
underlying  face  amount  of  the  contract  on  which  some  index,  price  movement,  interest 
rate  or  multiple,  acts  in  order  to  determine  the  actual  cash  flows  to  be  paid  or 
received.   Notional  principal  amounts  help  determine  the  volume  of  future  cash  flows, 
but  do  not  represent  the  actual  amount  transferred.   The  notional  amount  is  not  carried 

1 


83 


on  the  balance  sheet,  hence  the  common  reference  to  "off-balance  sheet"  instruments. 
The  actual  market  value,  or  replacement  cost,  usually  is  a  fractional  portion  of  the 
notional  amount. 

These  instruments  can  be  divided  into  categories  based  on  the  nature  of  the 
underlying  assets  or  indices  that  determine  the  contract's  value.    They  generally  fall 
into  one  of  four  categories: 

•  interest  rate  contracts, 

•  foreign  exchange  contracts, 

•  equity  contracts,  and 

•  commodity  contracts. 

Further,  financial  derivatives  are  either  considered  "exchange  traded"  or  "over- 
the-counter"  (OTC)  products.    OTC  instruments  are  individualized  agreements  where 
contractual  payments  are  entirely  dependent  on  the  performance  of  the  counterparties. 
The  OTC  market  for  swaps  contracts  is  the  single  largest  off-balance  sheet  activity  by 
volume.   Foreign  exchange  trading,  for  example,  is  primarily  an  OTC  market. 
Exchange  traded  instnmients,  principally  futures  and  options,  are  standardized 
contracts  with  transaction  settlement  performed  by  an  entity  unaffiliated  with  either 
counterparty. 

Exchange  traded  products  (futures  and  options  on  fumres)  differ  from  OTC 
derivative  instruments  in  several  key  respects.   Futures  exchanges  require  the  value  of 
each  position  to  be  reconciled  to  the  market,  or  " marked- to-market,"  at  the  end  of 
each  trading  day.   Any  change  in  value  of  the  position  is  paid  to  or  received  from  the 
fumres  exchange  (through  its  clearing  members)  at  the  end  of  every  day.   All  futures 
market  participants  are  required  to  post  a  performance  bond  (called  "initial  margin") 
equal  to  a  certain  percentage  of  the  standardized  notional  principal  amount  of  the 
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contracts  held.    Should  the  value  of  the  position  fall,  causing  the  margin  account  to 
decrease  below  a  preset  maintenance  level,  payment  is  required  to  bring  the  margin 
account  back  up  to  the  maintenance  level.   These  features  -  daily  settlement  of  gains 
and  losses,  the  role  of  the  exchange  essentially  as  counterparty  to  all  trades,  and  the 
uniform  margin  requirement  —  significantly  reduce  the  counterparty  credit  risks  of 
exchanged  traded  derivatives  as  compared  to  OTC  derivatives  which  are  characterized 
by  longer  performance  periods,  greater  potential  counterparty  risk,  and  lack  of  any 
standard  margin  requirement. 


THE  MARKET  FOR  FINANCIAL  DERIVATIVES 

Phenomenal  growth  in  this  market,  largely  in  the  last  five  years,  has  resulted  in 
outstanding  contracts  numbering  in  the  millions  and  totalling  trillions  of  dollars  in 
notional  principal.   The  last  year  has  seen  continued  growth  in  both  the  exchange 
traded  and  OTC  markets.   Use  of  all  these  instruments  has  greatly  expanded  as  these 
products  have  developed  and  gained  wide  acceptance  and  as  volatility  in  the  financial 
markets  has  increased.   The  global  market  for  financial  derivatives  has  provided 
substantial  funding,  liquidity  and  risk  management  benefits  to  many  segments  of  the 
domestic  and  international  economy,  including  insured  financial  institutions. 

The  principal  uses  for  fmancial  derivatives  are  risk  management,  creation  of 
advantageous  funding  arrangements,  and  revenue  generation.   From  a  risk 
management  perspective,  when  used  prudently,  derivatives  can  offer  managers 
efficient  and  effective  methods  for  reducing  certain  risks  through  hedging  balance 
sheet  positions.   Derivatives  also  may  be  used  to  alter  the  payment  or  maturity 
structure  of  available  funding  sources  to  more  closely  match  those  of  a  desired  but 
unavailable  source.   State  non-member  banks  using  derivatives  are  almost  entirely  end- 
users  of  these  products,  utilizing  them  for  risk  management  and  funding  arrangement 


85 


purposes.  Finally,  large  banks  when  operating  as  a  dealer  or  trading  for  their  own 
accounts  have  been  able  to  generate  substantial  incremental  revenue  from  either  fee 
(spread)  income  or  from  taking  positions  in  the  instruments. 


MANAGING  THE  RISK  OF  FINANCIAL  DERIVATIVES 

For  the  purposes  of  this  testimony,  the  principal  focus  is  the  extent  and  degree 
of  involvement  by  state  non-member  banks  for  which  the  FDIC  is  the  primary 
regulator.   However,  the  FDIC  studies  and  monitors  derivative  activities  throughout 
the  banking  industry.    Considering  the  growth  of  the  market,  the  volume  of  activity  at 
insured  institutions  and  the  potential  systemic  risk,  these  activities  have  importance  to 
the  FDIC  as  insurer  of  financial  institutions. 

The  risk  of  individual  institution  involvement  in  financial  derivatives,  can  be 
viewed  much  the  same  as  any  other  activity  presently  engaged  in  by  financial 
intermediaries.    The  principal  risks  —  credit,  market,  operational,  and  legal  ~  while 
packaged  in  more  complex  fashions  by  derivative  instruments,  are  essentially  the  same 
as  those  posed  by  other  more  traditional  financial  activities.   Credit  risk  is  the  threat 
of  default  by  the  counterparty  to  the  financial  contract;  market  risks  are  various  price 
risks,  principally  those  related  to  interest  rate  indices  and  currency  exchange  rates; 
and  operational  and  legal  risks  are  those  logistical,  settlement  and  legal  issues  arising 
from  the  payment  of  large  sums  of  money  across  borders  and  time  zones  on  the  basis 
of  complex  contractual  documents. 

What  makes  these  risks  such  a  concern  when  encountered  in  financial 
derivatives  is  the  interrelationship  of  these  various  elements,  the  evolving  nature  of 
these  markets,  and  the  comparative  speed  with  which  these  contracts  can  be 
accumulated  in  an  individual  institution. 
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SYSTEMIC  RISK 


The  interrelationship  or  aggregation  effect  gives  rise  to  systemic  risk  concerns. 
This  type  of  risk  could  result  from  the  interaction  of  positions  in  one  instrument  with 
other  positions,  both  in  derivative  products  and  in  the  imderlying  asset  markets,  and 
could  involve  both  cross-border  and  cross-market  links.   Because  of  the  increasing 
prevalence  of  these  interconnecting  positions,  a  major  default  or  disruption  may  not  be 
isolated  as  easily  as  was  once  the  case.   Interconnection  risk  can  also  be  seen  as  the 
risk  that  a  disruption  by  any  participant  or  group  of  participants  could  cause 
difficulties  elsewhere  in  financial  markets.   It  has  been  seen  in  recent  years  that 
economic  disruptions  experienced  in  market  segments  widely  separated  by  product, 
participant  or  geographic  location,  can  be  quickly  translated  to  other  portions  of  global 
fmancial  markets. 

Nevertheless,  it  is  difficult  to  envision  a  realistic  scenario  for  widespread  bank 
failures  attributable  to  derivative  activities  unless  numerous  broad  assumptions  are 
made.   Specifically,  an  initial  failure  would  have  to  occur  at  a  major  market 
participant.   The  failure  would  have  to  occur  quickly  and  with  little  warning.   The 
failing  participant  would  have  to  have  a  sharply  immatched  overall  portfolio  position 
which  would  have  experienced  a  large  adverse  price  change  relative  to  the  market. 
Finally,  the  contracts  would  be  concentrated  among  comparatively  few  counterparties. 
This  confluence  of  conditions  could  result  in  significant  cash  losses  at  the 
counterparties,  and  could  well  be  exacerbated  by  a  simultaneous  loss  of  market 
liquidity. 

This  scenario  is  possible  but  unlikely.  As  the  condition  of  a  fmancial  institution 
deteriorates,  both  market  discipline  and  regulatory  action  serve  to  limit  risk  taking  and 
participation  of  that  instimtion  in  the  derivatives  markets  in  general.   As  a  fmancial 


87 


institution's  credit-worthiness  decreases,  counterparties  usually  exercise  market 
discipline  by  shortening  the  average  maturity  of  contracts  they  are  willing  to  enter  into 
with  that  institution,  reducing  their  credit  lines,  requiring  collateral  and  possibly 
eliminating  new  transactions  with  that  institution. 

As  a  result,  it  would  be  difficult  for  a  bank  to  obtain  the  credit  approvals  from 
prospective  counterparties  necessary  to  put  on  such  a  large,  unmatched  position.   This 
is  especially  true  for  a  smaller,  less  sophisticated  institution  which  might  inadvertently 
allow  such  a  position  mismatch  to  occur.   Moreover,  once  detected,  it  is  highly 
unlikely  that  the  banking  agencies  would  permit  the  acceptance  by  any  insured 
financial  instimtion  of  an  unmatched  position  extreme  enough  to  place  the  institution  at 
risk  of  failure  in  any  foreseeable  interest  or  exchange  rate  environment. 

THE  RISK  FROM  SPECULATIVE  ACTIVITIES 

The  collapse  of  a  single  institution  as  a  result  of  ill-considered,  speculative  or 
misapplied  use  of  financial  derivatives,  is  also  unlikely.   The  failure  of  any  institution 
of  substantial  size  would  similarly  require  the  convergence  of  significant  adverse 
events.   Again,  the  market  event  would  need  to  be  sudden;  the  institution  would  have 
to  have  taken  a  sharply  unmatched  and  unhedged  position;  and  it  would  have  to  have 
found  counterparties  willing  to  enter  into  contracts  with  an  institution  having  such  risk 
characteristics.   (It  provides  little  advantage,  even  to  speculators,  to  have  taken  the 
plus  side  of  a  risk  position  with  a  bank,  if  that  bank  is  subsequently  unable  to  perform 
under  the  contractual  obligation.)  Note  that  the  accumulation  of  unbooked  losses  in 
exchange  traded  derivatives  is  limited  by  the  daily  margin  variance  settlement. 

However,  even  this  more  modest  confluence  of  adverse  conditions  assumes  that 
bank  management,  counterparties,  other  industry  participants  and  regulators  all 
allowed  the  accumulation  of  dangerous  levels  of  unmatched  positions  and,  in  analyzing 
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the  institution's  activities,  ignored  the  basic  concepts  of  risk  diversification,  sound 
credit  underwriting  and  acceptable  management  systems. 

The  existence  of  individuals,  groups  or  companies  willing  to  take  unmatched 
positions,  is  a  fundamental  part  of  all  capital  markets  activities,  providing  liquidity, 
balance  and  reliable  pricing  to  the  marketplace.   The  FDIC's  concern  is  that  their 
activities  are  structured  in  such  a  manner  as  to  pose  no  undue  risk  to  the  insurance 
funds.   Our  focus  is  on  the  extent  of  position-taking  in  derivative  instruments  by 
insured  institutions  and  their  agents,  and  what  form  supervision  of  this  activity  should 
take. 


POTENTIAL  IMPACT  ON  THE  INSURANCE  FUNDS 

The  impact  of  a  potential  failure  of  an  institution,  or  even  more  than  one 
institution  in  a  systemic  risk  scenario,  is  of  considerable  concern  to  the  FDIC. 
However,  the  combination  of  sound  institution  management,  market  forces,  and 
appropriate  regulatory  supervision  under  existing  guidelines  sharply  reduces  the 
likelihood  of  any  significant  disruption  in  the  banking  industry  as  a  result  of  financial 
derivative  activities. 

The  relevant  regulatory  authorities  identify  adverse  actions  taken,  and  positions 
assumed,  by  an  institution  prior  to  their  developing  to  the  extent  where  even  an 
unforeseen  market  shock  could  result  in  failure.   Such  actions  or  practices  are  stopped 
or  restricted  under  the  general  authority  of  the  supervising  agency.   As  a  result,  the 
FDIC  believes  that  the  risk  to  the  insurance  funds  posed  by  these  activities  are 
effectively  limited. 
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Moreover,  when  the  FDIC  is  appointed  conservator  or  receiver,  it  has  certain 
rights  and  remedies  with  respect  to  derivative  contracts,  including  the  right  to 
repudiate  certain  contracts  and  limit  damages.    To  the  extent  that  claims  under  a 
qualified  financial  contract  —  defined  in  the  Federal  Deposit  Insurance  Act  to  include 
many  types  of  financial  derivatives  ~  would  be  subject  to  payment,  those  claims 
would  be  classified  as  general  creditor  claims  under  the  depositor  preference 
provisions  of  the  Omnibus  Budget  Reconciliation  Act  of  1993.   Since  depositors  and 
the  insurance  fiind  have  priority  over  general  creditors,  the  exposure  to  the  insurance 
funds  from  derivative  activities  of  a  failed  institution  may  be  reduced. 

Any  evaluation  of  the  risks  posed  by  derivatives  to  the  insurance  fiinds  must  be 
placed  in  the  proper  context.   The  calculation  of  credit  exposure,  or  replacement  cost, 
of  outstanding  contracts  as  a  percentage  of  capital  is  not  the  sole  measurement  of 
potential  exposure  to  the  insurance  funds.   While  this  is  a  legitimate  expression  of  the 
volume  of  this  activity  at  a  given  institution,  viewed  in  isolation  it  tends  to  overstate 
the  actual  risk  of  loss.   Such  a  measurement  reflects  gross  exposure  rather  than  the 
more  realistic  net,  or  hedged  position,  assumed  by  most  responsible  insured  financial 
institutions.   The  FDIC  integrates  the  analysis  of  these  measurements  into  the  overall 
review  of  an  individual  institution's  risk  profile.   In  addition,  the  financial  derivatives 
market  is  not  a  homogenous  commodity  or  geographic  business  activity  like  oil  or  real 
estate  which  can  be  measured  as  a  single  concentration  of  risk  to  capital.   Linked  as  it 
is  to  a  multitude  of  interest  rate  indices,  currencies,  commodities  and  equities,  the 
derivatives  market  is  perhaps  one  of  the  most  diversified  of  business  activities. 


SUPERVISION  OF  FINANCIAL  DERTVATTVES  BY  THE  FDIC 

Although  derivatives  are  becoming  increasingly  complex,  they  can  all  be 
viewed  as  an  assemblage  of  forward  rate  agreements  and  options.   Analysis  of  pricing 
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and  risk  can  then  be  evaluated  much  like  any  other  financial  product  in  terms  of  the 
structure  of  anticipated  cash  flows  and  expectations  of  future  interest  rates  and 
economic  conditions. 

The  FDIC  monitors  and  reviews  fmancial  derivative  activity  at  all  insured 
institutions.   The  principal  means  for  determining  the  degree  of  risk  in  these  activities 
and  the  appropriate  supervisory  response  continues  to  be  the  regular  examination 
process.   In  response  to  the  potential  risk  exposure  to  insured  institutions  resulting 
from  increasing  involvement  in  this  expanding  market,  the  FDIC  continues  to  develop 
and  refine  existing  examination  and  supervisory  guidance.   The  FDIC  has  selected  and 
continuously  trains  a  cadre  of  examination  specialists  in  each  of  its  eight  supervisory 
regions,  with  technical  guidance  and  support  provided  by  the  Washington  Office  of 
Capital  Markets.   Supplemental  training  in  the  examination  of  derivative  instruments  is 
provided  to  the  field  staff  by  these  specialists  and  as  part  of  ongoing  examiner  training 
in  Washington.    Consistent  risk  review  and  control  standards  are  applied  to  the 
derivative  activities  of  examined  institutions. 

Specifically,  the  FDIC  expects  to  see  reflected  in  the  bank's  board  of  directors' 
minutes,  a  full  discussion  of  the  costs,  benefits,  and  especially  the  risks  of  an 
institution's  plaimed  or  ongoing  involvement  in  derivative  activities,  much  the  same  as 
for  any  new  business  venture.   Appropriate  management  personnel  should  prepare  an 
executive  docimient,  in  language  suitable  for  the  technical  knowledge  and  awareness 
of  the  full  board,  which  details  the  exact  nature  of  the  planned  involvement  and  the 
levels  of  risk  that  can  be  incurred.   Risk  parameters  should  be  expressed  in  terms  of 
most  likely  and  worst  case  scenarios,  with  specific  board  and  management  approvals 
for  these  levels  clearly  enumerated. 

Examination  of  these  activities  normally  includes  reviews  of  management 
background,  policies,  practices  and  performance;  measurement  and  reponing  of  risks 
and  exposures;  strategic  goals  and  objectives;  credit  analysis;  operations;  profitability; 
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and  audit  coverage.    The  more  significant  the  degree  of  the  institution's  involvement, 
the  more  comprehensive  will  be  the  scope  of  review. 

Capital  requirements  for  these  activities  are  of  critical  concern  and  are  subject 
to  continued  study,  review  and  revision.    The  intent  of  the  FDIC  is  to  maintain  an 
institution's  capital  levels  commensurate  with  the  incremental  risk  presented  by  these 
activities.    Any  nominal  reduction  of  capital  requirements,  for  example  from  the 
recognition  of  bilateral  netting,  would  only  be  supported  to  the  extent  this  was  an 
appropriate  recognition  of  actual  credit  risk.   Moreover,  any  such  discussion  must  be 
linked  to  a  discussion  of  the  need  for  an  increase  in  the  capital  requirements  for  future 
exposure. 

The  FDIC  has  to  this  point  been  able  to  work  within  the  boundaries  of  existing 
policies  and  procedures  when  conducting  examinations  of  financial  derivative  activities 
and  within  the  existing  rules  and  regulations  when  supervising  institutions  participating 
in  this  market.   So  long  as  existing  supervisory  rules  and  guidelines  can  be  broadly 
interpreted,  routinely  updated,  and  rigorously  enforced,  the  FDIC  believes  that 
appropriate  supervision  and  risk  control  over  participation  in  the  financial  derivatives 
market  by  insured  institutions  can  be  achieved. 

The  FDIC  continues  to  work  closely  with  various  domestic  and  international 
regulatory  agencies  to  develop  consistent  and  comprehensive  standards  and  guidelines 
for  derivative  activity.   Due  to  sometimes  widely  disparate  legal,  accounting  and  tax 
treatments  accorded  entities  involved  in  this  worldwide  activity,  significant  work 
remains  to  be  done  in  determining  the  accurate  measurement  and  reporting  of 
derivatives  exposure  for  market  participants.   Because  of  the  global  namre  of  the 
marketplace,  we  consider  the  harmonization  of  accounting  standards  and  reporting 
requirements  on  an  internationally  accepted  basis  to  be  critical  to  the  future  monitoring 
and  suf)ervision  of  financial  derivatives  activity.    The  FDIC  intends  to  continue,  and 
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expand  as  necessary,  cooperative  efforts  already  underway  with  both  bank  and  non- 
bank  regulators  in  both  the  domestic  and  international  arenas. 

INTER-AGENCY  PARTICIPATION  IN  SUPERVISION  OF  FINANCIAL 
DERIVATIVES 

The  FDIC  believes  current  multi-agency  cooperation  has  not  created 
redundancy  of  effort,  but  brings  various  perspectives  to  the  supervision  of  derivatives 
activities  in  a  useful  way.    The  FDIC  believes  multi-agency  efforts  have  largely  been 
effective  and  efficient.    Inter-agency  coordination  has  optimized  the  commitment  of 
individual  agency  resources  and  minimized  any  disruption  of  ongoing  institution 
operations.   We  expect  the  same  results  from  future  cooperative  examinations  of 
major  financial  derivative  participants. 

Perhaps  the  most  important  benefit  from  such  cooperative  efforts  is  the  review 
of  these  activities  from  the  various  perspectives  brought  by  the  different  agencies. 
Given  the  somewhat  distinct  roles  entrusted  to  each  of  the  agencies,  the  particular  risk 
analysis,  say  of  the  FDIC  as  insurer  for  example,  could  be  of  significant  benefit  in 
revealing  the  various  facets  of  financial  derivative  activities.    The  participation,  in  a 
cooperative  role,  of  multiple  agencies  provides  for  both  efficient  and  objective 
oversight. 

The  recently  announced  interagency  task  force  on  derivatives  will  provide  an 
additional  forum  for  the  FDIC,  as  primary  regulator  for  state  non-member  banks  and 
as  insurer  of  financial  institutions,  to  continue  its  efforts  to  thoroughly  examine  the 
risks  and  supervisory  issues  related  to  derivative  activities. 
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CONCLUSIONS 


Financial  derivatives,  as  one  of  the  most  important  and  fastest  growing 
segments  of  the  financial  services  industry,  warrant  continued  close  supervisory 
attention  and  concern.   The  FDIC  has  responded  by  forming  a  cadre  of  examiners 
throughout  the  country  specially  trained  in  this  technical  area.    We  remain  committed 
to  ongoing  cooperative  efforts  to  provide  appropriate  regulatory  policies,  standards 
and  guidance  for  financial  institutions  involved  in  this  rapidly  evolving  market. 
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Regulation  and  Supervision 


Question  Al.   Please  define  and  explain  the  systemic  risks  associated  with  bank 
derivatives  activities.    To  what  extent  are  the  deposit  insurance  funds  at  risk  from 
bank  or  S&L  derivative  activities? 

Al.      Systemic  risk  is  defined  as  the  risk  that  a  disruption,  at  an  individual  firm,  in  a 
market  segment  or  a  settlement  system,  would  result  in  widespread  and  severe 
difficulties  at  other  firms,  in  other  market  segments  or  to  the  financial  system 
as  a  whole.    In  theory,  a  failure-induced  default  on  financial  contract 
obligations  by  a  major  derivatives  participant  could  result  in  actual  cash  losses 
at  counterparty  institutions  forced  to  replace  the  defaulted  contracts  in  the  open 
market  at  disadvantageous  rates  or  prices.    Although  there  is  no  consensus 
regarding  the  level  of  systemic  risk  presented  by  such  a  scenario  given  the 
explosive  growth  of  this  market,  there  is  some  agreement  that  the  linkage 
between  these  instruments  would  allow  for  the  rapid  spread  of  any  disruption. 

However,  even  incorporating  the  rapid  translation  of  any  given  default  or 
adverse  market  event  across  different  instimtions  and  markets,  certain 
assumptions  have  to  be  made  to  provide  a  realistic  scenario  for  widespread 
bank  failures  attributable  to  any  systemic  disruption.    The  initial  failure  would 
have  to  occur  at  a  major  market  panicipant.    The  failure  event  would  have  to 
occur  comparatively  quickly  and  with  little  warning.    The  failing  participant 
would  have  to  have  a  sharply  unmatched  overall  portfolio  position  which  would 
have  experienced  a  large  adverse  price  change  relative  to  the  market.    Finally, 
the  contracts  would  not  be  widely  disbursed  among  numerous  counterparties. 
The  confluence  of  these  conditions  could  result  in  significant  cash  losses  at  the 
counterparty  institutions,  and  could  well  be  exacerbated  by  various  legal 
uncertainties  and  a  simultaneous  loss  of  market  liquidity. 

Unfortunately,  the  level  of  systemic  risk  presented  by  a  major  participant 
default  would  be  very  difficult  to  quantify  given  the  number  of  variables 
inherent  in  any  possible  scenario.    As  a  result,  the  risk  to  the  Bank  Insurance 
Fund  and  the  Savings  Association  Insurance  Fund  (Insurance  Funds)  is  similarly 
difficult  to  estimate. 
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It  is  important  to  note  in  this  respect,  that  the  events  enumerated,  a  sudden 
defauh  event  at  a  single,  large  institution,  would  have  to  involve  the 
simultaneous  breakdown  of  various  internal,  external  and  regulatory  safeguards. 
The  assumed  acceptance  of  sharply  mismatched  positions,  large  credit 
concentrations,  and  absence  of  appropriate  risk  reporting  are  all  practices  which 
would  be  sharply  criticized  and  quickly  discontinued.   Similarly,  the  potential 
failure  of  a  settlement  system  should  largely  be  detected,  and  the  impact 
mitigated,  by  appropriate  actions  by  bank  management  or  regulatory  authorities. 


Question  A2.   Please  define  and  explain  the  risks  associated  with  individual  financial 
institution  involvement  in  derivative  activities. 

A2.     The  risks  associated  with  the  derivatives  markets  are  market  risk,  market 

liquidity  risk,  interconnection  or  aggregation  risk,  credit  risk,  operating  risk, 
settlement  risk,  and  legal  risk. 

Market  Risk:    Market  risk  is  the  risk  of  changes  in  the  price,  value  or  cash 
flows  of  a  derivative  resulting  from  changes  in  the  underlying  instrument.  The 
degree  of  risk  involved  depends  primarily  on  two  issues:  the  magnimde  and 
velocity  of  prices  changes  in  the  underlying  instrument  ("volatility")  and  the 
degree  to  which  those  price  changes  affect  the  price  of  the  derivative. 

Many  derivative  transactions  involve  considerable  market  risk  because  they 
entail  obligations  to  make  future  payments  of  interest  amounts  or  foreign 
currency  at  market  prices  determined  at  the  original  transaction  date. 
(However,  it  should  be  emphasized  that  these  instruments  are  often  used  to 
hedge  against  other  elements  of  market  risk  to  which  the  bank  is  exposed.) 

The  potential  exposure  to  market  risk  in  the  face  of  volatile  markets  was 
reinforced  during  the  recent  turmoil  in  the  European  currency  markets,  when 
several  European  currencies  fluctuated  sharply  for  several  weeks  as  the 
European  Community's  Exchange  Rate  Mechanism  became  unstable.    In  that 
particular  instance,  U.S.  bank  participants  profited.    Nevertheless,  that  result 
may  not  always  recur  in  the  future. 

Market  Liquidity  Risk:    Market  liquidity  risk  exists  to  the  degree  that  a 
negotiable  or  assignable  financial  asset  or  off-balance  sheet  instrument  cannot 
be  sold  rapidly  at,  or  very  close  to,  its  full  market  value.    Market  liquidity  can 
change  gradually  over  time,  or  rapidly  in  times  of  market  stress,  and  in  some 
markets  can  vary  over  the  course  of  the  day.    Liquidity  risk  has  become  more 
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important  to  banks  in  recent  years  as  portfolios  of  off-balance  sheet  instruments 
have  grown  and  the  need  to  hedge  them  has  increased. 

Aggregation  or  Interconnection  Risk:   This  risk  largely  results  from  the 
sophisticated  manner  in  which  positions  in  any  one  instrument  may  be  directly 
or  indirectly  tied  to  a  number  of  other  positions  on  or  off  the  balance  sheet. 
These  inter-connections  frequently  involve  both  cross-border  and  cross-market 
links  and  a  wide  range  of  individual  financial  instruments.    Such  multi-legged 
positions  are  growing  rapidly  -  both  in  size  and  variety  -  on  the  books  of 
major  financial  institutions.    Because  of  the  increasing  prevalence  of  these 
positions,  a  major  disruption  in  one  market  may  not  be  isolated  as  easily  as  was 
once  the  case. 

Counterparty  Credit  Risk:    This  is  the  same  risk  a  bank  faces  when  it  extends 
a  loan  -  the  possibility  of  default  by  a  counterparty.    For  contracts  that  involve 
a  firm  commitment,  such  as  a  swap  or  forward  rate  agreement  (FRA).  the 
credit  exposure  to  the  holder  is  the  replacement  cost  (current  exposure)  of  the 
contract.    The  replacement  cost  is  established  by  assessing  the  current  market 
value  of  the  contract  as  opposed  to  the  value  at  inception.    Banks  monitor  the 
replacement  costs  of  their  contracts  closely,  and  also  add  an  adjustment  for  the 
potential  future  credit  exposure  caused  by  future  market  movements  as  part  of 
their  regulatory  capital  calculation. 

Options  and  option  related  products  also  have  current  and  future  potential  credit 
exposure  for  the  purchaser  (holder),  both  of  which  concern  the  possibility  that 
the  writer  (seller)  of  the  option  will  not  honor  its  commitment  when  the  holder 
executes  it.    The  current  exposure  for  an  option  is  the  original  cost  of  the 
option  plus  the  cost  of  replacing  it  in  the  present  market.    The  future  potential 
exposure  is  the  risk  that  the  writer  of  the  option  may  default  upon  exercise  of 
the  option,  which  would  leave  the  holder  exposed  to  the  very  risk  the  option 
was  designed  to  hedge. 

For  firm  commitments,  the  replacement  cost  is  the  difference  between  the 
original  and  current  prices.    Future  exposure  is  more  difficult,  because  it 
involves  trying  to  estimate  the  price  action  of  the  market  in  the  future. 
Generally,  dealers  and  end  users  assign  a  maximum  movement  factor,  from  two 
to  four  percent,  as  the  potential  future  exposure.    The  banking  agencies  have 
established  a  calculation  for  future  exposure,  commonly  referred  to  as  the  "add- 
on." in  the  risk  based  capital  regulations. 
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With  respect  to  exchange  traded  instruments  (futures,  options,  and  options  on 
futures),  at  the  end  of  each  trading  day,  or  on  an  intra-day  basis,  the  exchange 
clearinghouse  marks  each  participant's  position  to  market,  or  revalues  it  based 
on  current  prices.   The  changes  in  value  of  the  positions  are  received  from  or 
paid  to  the  participants  each  day,  depending  on  the  nature  of  the  change  in 
value.   Additionally,  all  participants  in  exchanges  are  required  to  post  a  good 
faith  or  performance  bond,  which  serves  as  collateral  for  the  exchange  should  a 
participant  default. 

Deterioration  in  the  credit  quality  of  a  derivatives  participant  restricts  that 
institution's  participation  in  the  derivatives  markets.    As  the  condition  of  a 
financial  institution  deteriorates,  both  market  discipline  and  regulatory  action 
serve  to  limit  risk  taking  and  participation  of  that  institution  in  the  derivatives 
markets  in  general.    As  a  financial  institution's  credit-worthiness  decreases, 
counterparties  usually  exercise  market  discipline  by  shortening  the  average 
maturity  of  business  they  are  willing  to  conduct  with  that  instimtion,  reducing 
its  credit  lines,  requiring  collateral  and  possibly  eliminating  new  activity  with 
that  institution. 

Operating  Risk:   Operating  risk  is  the  risk  that  inadequate  internal  controls, 
procedures  or  human  error  will  result  in  unexpected  losses.    As  a  result  of 
operating  risk,  open  positions  or  credit  exposures  could  develop  that  are  in 
excess  of  limits  established  by  senior  management  and  the  board  of  directors. 
The  highly  complex  nature  of  derivative  activities  emphasizes  the  importance  of 
operating  risk.    Given  this  complexity,  there  is  a  crucial  need  for  banks' 
internal  risk  management  and  control  systems  to  entail  a  similar  level  of 
sophistication.   It  is  essential  that  effective  lines  of  communication  be 
established  between  banks'  senior  management  and  the  management  and  staff  of 
the  departments  that  execute  derivative  product  transactions.    This 
communication  must  be  two-way,  so  that  local  area  management  fully 
understands  and  acts  within  the  parameters  of  the  bank's  overall  risk 
management  strategy  and,  perhaps  more  importantly,  so  that  senior  bank 
management  is  aware  of  the  full  range  of  risks  being  assumed  throughout  the 
institution. 

Settlement  Risk:   Settlement  risk  entails  the  exposure  to  loss  arising  when  an 
institution  either  pays  out  ftinds  or  delivers  assets  before  it  receives  the 
proceeds  called  for  in  the  contract  in  question  and  the  counterparty  is  unable  or 
unwilling  to  perform  under  the  contract.    Settlement  risk  can  assume  several 
forms.    In  foreign  exchange  markets,  for  example,  the  time  differences  between 
normal  payment  hours  in  different  countries  can  expose  institutions  to 


99 


settlement  risk.   Another  example  of  settlement  risk  is  the  exposure  that  occurs 
when  delivery  of  definitive  securities  is  not  synchronized  with  payment  for 
them. 

Legal  Risk:   The  most  significant  losses  to  date  in  derivative  markets  have 
resulted  from  legal  risks.    A  number  of  participants  in  the  swap  markets 
suffered  losses  on  contracts  with  local  borough  authorities  in  the  United 
Kingdom  when  the  local  authorities  were  found  to  be  without  authority  to  enter 
into  swap  contracts.    Although  such  authority  generally  is  considered  to  be 
implied  in  the  borrowing  authority  of  corporate  and  governmental  entities,  some 
do  not  have  specific  authority  regarding  swap  transactions,  creating  a  risk  in 
some  circumstances  that  a  court  could  find  that  the  entity  did  not  have  the 
power  to  enter  into  the  contract. 

Another  source  of  concern  has  been  with  regard  to  the  enforceability  of  netting 
provisions  under  which  payment  obligations  from  multiple  derivative 
transactions  are  netted.    Master  agreements  with  netting  provisions  are  used  as 
a  means  of  reducing  the  overall  level  of  credit  risk  to  a  counterparty.    Where  a 
bank  has  undertaken  a  number  of  contracts  with  a  particular  counterparty 
subject  to  a  master  agreement,  the  bank  runs  the  risk  that,  in  the  event  of  the 
counterparty's  failure,  the  receiver  for  the  counterparty  will  refuse  to  recognize 
the  validity  of  the  netting  provisions.    In  such  an  event,  the  receiver  could 
repudiate  individual  contracts  under  which  the  counterparty  was  obligated  to 
pay  the  bank,  while  demanding  payment  on  those  contracts  on  which  the  bank 
was  obligated  to  pay  the  counterparty.    While  amendments  to  the  Bankruptcy 
Code  and  the  Federal  Deposit  Insurance  Act,  as  well  as  the  payment  system 
risk  reduction  provisions  of  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act,  have  significantly  reduced  this  risk  for  financial  instiuitions 
in  the  United  States,  this  remains  a  risk  in  dealing  with  non-U. S. 
counterparties. 

These  seven  risk  categories  can  be  grouped  into  four  broad  categories  of  risk: 
Market  Risk,  which  incorporates  market  risk,  liquidity  risk,  and  aggregation 
risk;  Credit  Risk;  Operating  Risk,  incorporating  operating  risk  and  settlement 
risk;  and  Legal  Risk. 
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Question  A3.    What  steps  has  your  agency  taken  to  ensure  that  financial  institution 
derivative  activities  are  conducted  in  a  safe  and  sound  manner? 

A3.     The  FDIC  has  identified  the  primary  supervisory  concerns  relative  to  financial 
derivative  activities  for  the  purpose  of  ensuring  the  appropriate  conduct  of  these 
activities. 

•  Accurate  and  consistent  determination  of  risk  exposure.   The  ability  to 
suitably  measure  both  credit  and  market  risk  exposure  for  individual 
institutions  and  for  groups  of  institutions,  is  perhaps  the  single  most 
important  consideration  for  supervisory  purposes.    This  determination  is 
the  starting  point  for  both  on  and  off-site  examinations,  and  provides  the 
ability  to  generate  essential  industry  data. 

•  The  rate  at  which  risk  exposure  can  accumulate  in  a  given  institution. 
For  both  exchange  traded  and  OTC  instruments,  an  institution  can,  for 
comparatively  small  cash  outlays,  accumulate  large  unbalanced  positions 
committing  it  to  large  future  negative  cash  flows.    Moreover,  with  OTC 
products,  these  institutions  could  later  find  that  exiting  these  contracts  is 
much  more  costly  than  entry. 

•  Management  comprehension  of  the  risks.   What  is  most  important,  is  not 
that  the  individuals  executing  the  derivative  contracts  understand  the  full 
nature  of  the  risks,  but  that  the  members  of  the  board  and  management 
responsible  for  setting  overall  risk  parameters  fully  comprehend  these 
risks.    A  principal  focus  of  any  FDIC  examination  of  derivatives  is  to 
ensure  that  executive  management  and  the  board  of  directors  have  been 
suitably  informed  and  made  to  appreciate  the  range  of  risks  presented  by 
involvement  in  these  activities. 

•  Maintenance  of  sufficient  capital  reflecting  off  balance  sheet  risk. 

•  The  particular  vulnerability  of  smaller  instimtions  to  speculative 
inducement  and  pressures.    The  proliferation  of  derivative  products  and 
related  advisory  services  has  resulted  in  instances  where  management 
supervision  by  directors  has  been  abdicated  in  favor  of  undue  reliance  on 
the  trading  acumen  of  various  brokers,  dealers  or  consultants.    The  lack 
of  appropriate  technical  knowledge  on  the  part  of  management,  in 
conjunction  with  a  paucity  of  relevant  disclosures,  is  an  environment 
fraught  with  such  risk. 
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The  FDIC  maintains  off-site  monitoring  data  on  certain  aspects  of  these 
activities.  (See  the  sample  off-site  Monitoring  Report  submitted  for  the 
Committee's  record.)  However,  due  to  the  fast  changing  nature  of  this 
marketplace,  the  technical  complexity  of  the  instruments  and  individuality  of  the 
risk  profiles,  the  FDIC  still  considers  the  regular  examination  of  these 
institutions  to  be  the  centerpiece  of  effective  regulatory  supervision  and 
measurement  of  safe  and  sound  conduct. 

Examination  of  these  activities  would  normally  include  reviews  of  management 
background,  policies,  practices  and  performance;  measurement  and  reporting  of 
risks  and  exposures;  strategic  goals  and  objectives;  credit  analysis;  operations; 
profitability;  and  audit  coverage.   Naturally,  the  more  significant  the  degree  of 
the  institution's  involvement,  the  more  comprehensive  will  be  the  scope  and 
inclusions  of  the  review.    The  FDIC  has  to  this  point  been  able  to  work  within 
the  boundaries  of  existing  policies  and  procedures  when  conducting 
examinations  of  financial  derivative  activities  and  within  the  existing  rules  and 
regulations  when  regulating  the  institutions  participating  in  this  market. 

Recognizing  the  potential  risk  exposure  to  insured  instimtions  resulting  from 
increasing  involvement  in  this  expanding  market,  we  continue  to  develop  and 
refine  existing  examination  and  supervisory  guidance.    So  long  as  existing 
supervisory  rules  and  guidelines  can  be  broadly  interpreted,  routinely  updated, 
and  rigorously  enforced,  the  FDIC  believes  that  appropriate  supervision  and 
risk  control  over  participation  in  the  derivatives  market  by  insured  instimtions 
can  be  achieved  without  significant  additional  regulations. 


Question  A4.    Do  current  international  and  domestic  capital  standards  adequately 
reflect  the  risks  associated  with  financial  institution  derivative  activities? 

A4.      Current  capital  requirements  for  instimtions  regulated  by  the  FDIC,  are 

embodied  in  Part  325  of  the  Rules  and  Regulations;  specifically  Submission  A 
which  details  the  risk  based  capital  calculations.    For  Capital  Adequacy 
purposes,  derivative  products  are  divided  into  two  categories:  Interest  Rate 
Related  Contracts  (including  Single  Currency  Interest  Rate  Swaps,  Basis  Swaps, 
Forward  Rate  Agreements,  and  Interest  Rate  Options  purchased  such  as  Caps, 
Floors,  Collars),  and  Foreign  Exchange  Rate  Related  Contracts  (including 
Cross  Currency  Interest  Rate  Swaps,  Forward  Foreign  Exchange  Contracts  and 
Currency  Options  purchased). 
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Banks  must  calculate  the  Credit  Equivalent  Amount  for  all  of  these  contracts, 
and  assign  the  result  to  the  appropriate  risk  weight  category,  based  on  the 
identity  of  the  obligor  or  nature  of  the  collateral.   This  calculation  of  the  capital 
required  has  two  components.   The  Present  Credit  Exposure  portion,  which  is 
the  gross  replacement  cost  or  mark  to  market  amount  of  all  positively  valued 
contracts;  and  the  potential  future  exposure  portion  (referred  to  as  the  add-on), 
which  is  a  percentage  of  the  notional  value  of  these  contracts  ranging  from 
.05%  to  5%  depending  on  the  remaining  maturities. 

Foreign  exchange  rate  and  commodity  contracts  with  an  original  maturity  of  14 
calendar  days  or  less  and  interest  rate,  foreign  exchange  rate,  or  other 
commodity  contracts  traded  on  exchanges  that  require  daily  payment  of 
variation  margin,  are  not  covered  by  the  risk-based  capital  guidelines. 
Proposed  revisions  to  the  capital  requirements  for  off  balance  sheet  instruments 
and  activities,  are  being  discussed  on  both  an  interagency  and  international 
basis,  but  resolution  may  not  be  possible  in  advance  of  the  determination  of  an 
appropriate  international  Interest  Rate  Risk  (IRR)  capital  component. 

Currently,  the  staff  of  the  FDIC  is  working,  in  conjunction  with  other  financial 
institution  regulatory  agencies,  on  proposed  changes  to  the  capital  standards 
which  would  have  the  effect  of  recognizing  bilateral  netting,  only  when  it  is 
legally  enforceable,  as  a  basis  for  computing  the  appropriate  capital  levels  for 
derivative  products.   We  recognize  that  this  would  have  the  effect  of  lowering 
capital  requirements  on  derivative  products  in  certain  situations,  but  only  to  the 
extent  that  credit  risk  has  also  been  reduced.    The  FDIC  considers  the  extended 
maturity  of  certain  contracts  of  greater  potential  concern  and  we  anticipate 
working  in  conjunction  with  certain  international  organizations  to  study  the  need 
for  an  increased  Potential  Future  Exposure  Capital  Component. 


Question  A5.   Please  summarize  your  agency 's  strategy  for  supervising  financial 
institution  derivative  product  activities. 

A5.      As  insurer,  the  FDIC  monitors  certain  data  on  financial  derivative  activities  of 
all  insured  institutions.    However,  the  focus  of  our  supervisory  strategy  remains 
individual  examinations,  which  would  normally  include  comprehensive  review 
of  financial  derivative  activities.    These  examinations  are  tailored  to  the  specific 
instiuition  and  market  environment  and  are  adjusted  in  scope  and  focus  as 
conditions  warrant.    Examination  guidance  and  supervisory  policy  continue  to 
evolve  in  response  to  the  growth  and  direction  of  the  industry. 
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The  FDIC  still  intends  to  request,  where  practical,  coordination  of  examinations 
with  the  other  financial  institution  regulatory  agencies  for  selected  institutions 
identified  as  principal  participants  in  this  market  or  presenting  supervisory 
concerns.    The  FDIC  continues  to  work  with  the  other  agencies,  accounting 
authorities  and  international  regulators  to  develop  definitive  and  appropriate 
guidance  for  monitoring  and  supervision  of  this  area. 


Question  A6.   Provide  a  brief  overview  of  the  training  regimen  available  to 
examiners  engaged  in  evaluating  derivatives  related  activities.   How  many  examiners 
are  trained  to  supervise  derivative  activities?   What  steps  has  FDIC  taken  to  ensure 
examiners  are  properly  trained  to  supervise  derivative  activities?  Is  there  a  separate 
"derivatives  examiner  corps  "  at  the  FDIC? 

\6.      The  Division  of  Supervision  (DOS)  of  the  FDIC  has  allocated  substantial 

resources  to  selecting  and  training  individuals  for  specific  involvement  in  the 
examination  and  supervision  of  capital  markets  activities.    These  individuals, 
currently  numbering  28,  are  located  in  each  of  the  eight  DOS  Regions  with 
particular  concentration  in  areas  where  insured  financial  institutions  are  most 
likely  to  utilize  or  encounter  derivative  instruments. 

The  training  for  these  specialists  is  ongoing.    Semiannual  seminars  are 
conducted  covering  topical  and  emerging  issues  in  an  attempt  to  evolve  with  the 
market.    Reference  materials  prepared  and  distributed  for  these  seminars 
contain  the  most  recent  information  related  to  the  covered  subjects  and  serve  as 
interim  examination  guidance  in  the  absence  of  authoritative  regulations  or 
standards.    (Applicable  portions  of  these  materials  are  attached  as  part  of 
Submission  IV.)   Training  of  other  examiners  and  appropriate  regional  office 
personnel  is  then  periodically  conducted  by  the  capital  markets  specialists  within 
the  regions.    In  addition,  an  overview  of  off-balance  sheet  activities  is  provided 
at  various  stages  of  an  examiner's  career  as  part  of  the  general  training  process. 
At  a  certain  level  of  experience,  the  FDIC's  entire  examination  force  will  have 
received  detailed  exposure  to  financial  derivative  instruments. 
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Question  A7.    To  what  extent  does  our  multi-layered  bank  regulatory  system 
complicate  efforts  to  supervise  derivatives  activities  at  federally  insured  depository 
institutions?  Would  a  single  bank  regulatory  agency  improve  oversight  and 
supervision  of  bank  derivatives  activities?  Please  comment  on  Comptroller  Ludwig's 
call  for  the  creation  of  an  interagency  task  force  on  derivatives. 

A7.     The  term  "multilayered"  implies  a  simple  redundancy  of  effort  which  the  FDIC 
believes  does  not  exist.    Multi-agency  efforts  are  coordinated  to  afford  the 
maximum  coverage  of  institution  activities  while  optimizing  the  commitment  of 
individual  agency  resources  and  minimizing  any  disruption  of  ongoing 
institution  operations.    In  most  cases,  these  objectives  have  been  met.    The 
FDIC  expects  that  future  cooperative  examinations  of  major  financial  derivative 
participants  will  be  equally  effective. 

Perhaps  the  most  important  benefit  of  such  cooperative  efforts  is  the  review  of 
these  activities  from  the  various  perspectives  brought  by  the  different  agencies. 
Given  the  somewhat  distinct  roles  entrusted  to  each  of  the  agencies,  the 
particular  risk  perspective,  say  of  the  FDIC  as  insurer,  could  be  of  significant 
benefit  in  revealing  the  various  facets  of  financial  derivative  activities.    A  more 
immediate  issue  is  the  increasing  use  of  derivative  instruments  by  subsidiary 
banks  of  a  multibank  holding  company,  where  the  management  and  supervision 
of  these  activities  is  largely  controlled  at  either  the  holding  company  level  or  by 
a  lead  bank.    In  this  instance,  comprehensive  examination  and  analysis  of 
derivative  activities  is  dependent  on  review  of  different  levels  in  the 
organization  which  often  cuts  across  agency  responsibilities.    The  participation, 
in  a  cooperative  role,  of  multiple  agencies  would  provide  for  both  efficient  and 
objective  oversight. 

It  is  in  this  spirit  of  cooperation,  fully  recognizing  the  impact  of  financial 
derivatives  on  the  banking  system,  the  economy  and  the  insurance  funds,  that 
the  FDIC  fully  supports  the  Comptroller's  proposal  for  an  interagency  task 
force. 


Question  A8.   Does  your  agency  support  additional  financial  reporting  requirements 
(e.g.  credit  exposure,  replacement  cost  exposure,  etc.)  related  to  derivatives 
information  contained  in  financial  institution  financial  statements?  Please  explain. 

A8.      The  FDIC  would  generally  be  in  favor  of  certain  additional  financial  reporting 
requirements  incorporating  replacement  cost  or  credit  exposure  information. 
These  should  not,  however,  be  viewed  as  supplanting  the  present  reporting  of 
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notional  principal  amounts.   The  present  reporting  methodology,  based  on 
notional  values,  affords  a  number  of  advantages. 

•  Notional  values  give  a  measurable  and  consistent  indication  of  the 
volimie  of  activity  for  both  individual  instimtions  and  industries. 

•  Other  risk  exposure  (both  credit  and  market)  measurements  fluctuate  with 
rate  changes  and  provide  no  reliable  or  consistent  indication  of  the 
potential  for  future  exposure. 

•  As  the  average  range  of  exposure  varies  over  time  (as  measured  by 
historical  loss  rates  for  example),  it  is  easier  for  off-site  analysts, 
including  regulators  and  central  banks,  to  estimate  overall  industry  trends 
and  potential  risk. 

•  Notional  value  reporting  makes  it  more  difficult  for  institutions  to  under- 
report  their  acmal  exposure  by  manipulating  the  complex 
value-calculation  models.    While  notional  principal  reporting  does  not 
necessarily  prevent  inaccurate  credit  risk  disclosures,  comparison  to  peer 
group  information  should  preclude  instiaitions  from  reporting  negligible 
risk  totals  on  large  portfolios  of  financial  derivatives,  and  also  should 
reveal  approximate  market  risk  positions. 

The  FDIC  would  support  a  limitation  of  additional  reporting  requirements  to 
only  those  institutions  meeting  certain  size  or  volume  of  activity  criteria.    Most 
state  non-member  bank  end  users  of  financial  derivatives  would  not  normally 
reflect  their  holdings  on  a  replacement  cost  basis  under  current  accounting 
practices,  and  would  be  unlikely  to  maintain  the  complex  and  expensive 
modeling  capability  necessary  for  routine  updates  of  such  information. 


Question  A9.    Does  your  agency  support  changing  international  accounting 
standards  to  reflect  more  standardized  reporting  of  derivatives  information  contained 
in  financial  statements?  Please  explain. 

\9.      The  FDIC  would  agree  that  the  Financial  Accounting  Standards  Board  (FASB) 
and  other  international  bodies  responsible  for  setting  accounting  standards 
should,  as  a  high  priority,  issue  definitive  guidance  on  reporting  for  financial 
instruments,  such  as  derivatives.    The  FASB  has  a  project  on  hedging  which  is 
acoially  part  of  a  much  larger  "financial  instruments"  project  that  started  in 
1986.    The  issues  involved  in  the  accounting  for  derivatives  are  complex,  far 

11 


106 


reaching  and  rapidly  evolving  which  in  part  explains  the  lengthy  incubation 
period.   The  marketplace  keeps  developing  new  financial  instruments  and 
derivatives,  making  it  difficult  for  any  accounting  standards  to  keep  current. 
The  FASB  is  understandably  attempting  to  take  a  comprehensive  approach 
rather  than  setting  rules  on  an  instrument-by-instrument  or  transaction-by- 
transaction  basis.   , 

Due  to  sometimes  widely  disparate  legal,  accounting  and  tax  treatments 
accorded  entities  involved  in  this  worldwide  activity,  significant  work  remains 
to  be  done  in  determining  the  accurate  measurement  and  reporting  of 
derivatives  exposure  for  market  participant's.    Because  of  the  global  nature  of 
the  marketplace,  we  consider  the  harmonization  of  accounting  standards  and 
reporting  requirements  on  an  internationally  accepted  basis  to  be  critical  to  the 
future  monitoring  and  supervision  of  financial  derivatives  activity. 


Question  AlO.   Are  financial  institiition  risk  management  systems  adequate  to 
address  the  risks  of  derivatives  activities?  Please  differentiate  between  the  large,  well 
established  dealers  versus  new  entrants  to  the  derivatives  market.   Is  your  agency 
developing  standardized  guidelines  for  bank  risk  management  systems? 

AlO.    Risk  management  procedures  are  generally  related  to  the  measurement, 

monitoring,  review  and  audit  of  the  principal  risks  of  financial  derivatives  as 
discussed  in  item  A2.    In  this  context,  the  methodology  for  controlling  these 
risks  must  be  viewed  as  part  of  the  overall  structure  of  the  institution  and 
furthermore  can  be  distinctly  individual.    The  FDIC  relies  upon  the  assessment 
of  the  individual  risk  control  environment  provided  as  part  of  the  examination 
process.    While  the  examination  process  is  similar  at  comparable  institutions, 
the  FDIC  has  not  yet  instituted  a  standard  risk  management  model  to  which  all 
institutions  must  adhere. 

Written  policies  and  procedures  are  presently  embodied  in  the  Capital  Markets 
Reference  Manual.    (Relevant  sections  and  summary  have  been  provided  for  the 
record  as  Submission  IV.)   This  represents  a  compilation  of  the  formal  written 
guidance  used  as  the  basis  for  FDIC  examination  and  supervision  of  all  capital 
markets  activities,  including  those  related  to  financial  derivatives.    As  such,  it  is 
constantly  being  updated  and  revised  as  necessary  to  reflect  this  evolving 
market.    Relevant  Examination  and  Policy  Memoranda,  applicable  accounting 
literature  and  materials  on  current  market  trends  and  conditions  are  all 
incorporated  as  part  of  the  manual. 
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State  non-member  bank  risk  management  systems  have  generally  been  found 
appropriate  for  the  level  and  extent  of  participation  of  these  institutions  in  the 
financial  derivatives  market.   The  few  exceptions  have  prompted  examination 
criticism  generally  on  the  basis  of  inappropriate  management  understanding  or 
control  of  the  accepted  risks.   It  is  understood  that  the  acceptability  of  the 
existing  level  of  risk  management  systems  is  predicated  on  the  involvement  of 
these  institutions  as  end  users  of  financial  derivatives. 

No  state  non-member  bank  is  presently  acting  as  a  primary  dealer  or  market 
maker  in  financial  derivatives. 


Question  All.   Does  your  agency  require  senior  managers  and  board  members  to 
pass  examinations  testing  their  competence  to  manage  the  risks  of  derivatives 
activities? 

All.    Although  the  FDIC  does  not  require  that  senior  managers  and  board  members 
pass  a  specific  competence  examination,  the  educational  and  professional 
backgrounds  of  directors  and  senior  management  are  carefully  scrutinized 
following  their  appointment  or  election.    In  the  case  of  problem  state  non- 
member  institutions,  the  appointment  of  any  senior  level  officers  or  board 
members  is  routinely  subject  to  prior  review  by  the  FDIC.    On  an  ongoing 
basis,  individual  and  collective  performance  of  senior  management  and  the 
board  of  directors  is  subject  to  close  scrutiny  at  each  FDIC  examination.    This 
evaluation  incorporates  findings  on  the  control,  supervision  and  management  of 
financial  derivative  risks. 


Question  A12.   Should  financial  institutions  have  at  least  two  directors  that  have 
direct  experience  in  managing  the  risks  associated  with  derivatives  activities? 

A12.    The  FDIC  believes  that  it  is  important  for  each  member  of  a  bank's  board  of 
directors  as  well  as  its  executive  management,  to  be  fully  cognizant  of  the 
existing  and  proposed  strategy  for  involvement  of  their  bank  in  financial 
derivatives,  the  extent  of  current  activities,  and  the  potential  risks  to  which  the 
institution  is  exposed.    Moreover,  as  in  other  more  traditional  segments  of  the 
business,  while  it  is  not  essential  that  individual  members  of  the  board  or 
executive  management  possess  a  detailed  understanding  of  this  highly  complex 
area,  it  is  incumbent  on  these  individuals  to  retain  personnel  with  the  necessary 
technical  knowledge  and  experience  suitable  for  the  envisioned  level  of 
involvement,  and  to  exercise  appropriate  supervision  over  their  activities. 
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Question  A13.    Under  what  scenario(s)  could  an  individual  state  chartered  bank  fail 
as  a  result  of  derivatives-related  activities?  What  catastrophes  in  the  markets  could 
cause  a  derivatives-related  bank  failure?  Are  banks  required  to  formulate/simulate 
plans  for  such  catastrophes? 

A13.    The  following  discussion  of  bank  failure  scenarios  is  in  the  context  of 

essentially  speculative  positions  in  the  trading  portfolio  subject  to  a  sharp 
adverse  movement  in  interest  rates  or  a  rapid  change  in  market  conditions.  The 
erosion  of  net  interest  margins  and  profitability  as  a  result  of  an  adverse  interest 
rate  risk  positions  could  also  lead  to  failure,  but  more  gradually. 

The  failure  of  an  insured  financial  institution  resulting  entirely  from  financial 
derivatives  activity,  while  of  concern  to  the  FDIC,  is  not  considered  likely. 
Although  notional  amounts  reported  for  derivatives  activity  are  quite  large, 
especially  when  taken  in  the  aggregate,  actual  dollars  at  risk  are  only  a  fraction 
of  the  notional  amounts.    Since  these  notional  amounts  are  only  the  basis  for 
calculating  future  cash  flows,  and  moreover,  do  not  necessarily  take  into 
account  offsetting  transactions  with  the  same  counterparty,  the  potential 
immediate  cash  loss  on  any  contract  or  portfolio  of  contracts  is  limited. 

These  notional  amounts  represent  gross  contracts  outstanding.    It  is  unlikely  that 
this  is  largely  an  unmatched  position;  that  is,  all  contracts  would  change  in 
price  in  the  same  direction  in  response  to  a  given  market  event.    Therefore, 
calculation  of  the  impact  from  a  given  change  in  market  prices  would  not  be 
based  on  the  gross  outstandings  but  on  a  substantially  smaller  net  position.    Nor 
is  it  likely  that  the  gross  amount  would  be  largely  with  a  single  counterparty. 
The  potential  exposure  from  any  specific  price  movement  is  likely  to  be  spread 
over  a  number  of  counterparties,  diversifying  the  risk  of  credit  losses. 

One  possible  failure  scenario  would  begin  with  a  bank  building  up  a  large 
unhedged,  or  unmatched,  position  with  respect  to  its  total  capital.    A  substantial 
adverse  change  in  market  interest  or  currency  exchange  rates  could  result  in  an 
adverse  mark  to  market  impacting  capital. 

However,  it  would  be  difficult  for  a  bank  to  obtain  the  credit  approvals  from 
prospective  counterparties  necessary  to  put  on  such  a  large,  unmatched  position. 
This  is  especially  true  for  a  smaller,  less  sophisticated  institution  which  might 
inadvertently  allow  such  a  position  mismatch  to  occur.    Moreover,  it  is  unlikely 
that  the  banking  agencies  would  permit  the  acceptance  by  any  insured  financial 
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institution  of  an  unmatched  position  extreme  enough  to  place  the  institution  at 
risk  of  failure  in  any  foreseeable  interest  or  exchange  rate  environment. 

Another  failure  possibility,  which  would  not  necessarily  depend  on  credit 
approvals,  would  be  if  a  bank  wrote  (sold  over  the  counter)  a  substantial 
volume  of  uncovered  options,  which  were  left  unhedged.    The  writing  of 
options  involves  the  acceptance  of  unlimited  liability  to  sell  or  purchase  an 
underlying  cash  instrument.    When  the  cash  instruments  are  not  already  owned 
by  the  option  writer  and  the  option  is  executed  by  the  buyer,  the  writer  must 
purchase  from  or  deliver  to  the  buyer  the  underlying  instrument  at  the  rate 
specified  in  the  option  contract  regardless  of  current  market  prices.    This  leaves 
the  option  writer  fully  exposed  to  any  movements  in  the  cash  price  of  the 
underlying  instrument.    Again,  for  this  situation  to  result  in  a  failure,  the 
underlying  market  would  have  to  move  dramatically  against  the  bank  which 
would  then  have  to  cover  its  option  obligation  at  significantly  disadvantageous 
prices,  representing  a  cash  loss  and  potentially  a  direct  impact  on  capital. 

However,  it  would  take  time  to  build  up  such  an  unmatched  position  and  the 
counterparties  would  have  to  be  large  corporations  with  substantial  needs  for 
the  underlying  instrument  or  currency.    Even  allowing  that  such  corporations 
would  place  any  significant  portion  of  their  financing  needs  with  a  small  bank, 
these  counterparties  have  an  interest  in  ensuring  the  capability  of  the  institution 
to  deliver  as  promised  under  the  option.    Further,  the  building  of  a  substantial 
position  of  this  nanare  would  namrally  incite  the  interest  of  the  banking  agencies 
which  would  take  corrective  action. 

Banks  are  expected  to  incorporate  into  their  management  reports  and  planning, 
the  impact  of  severe  market  rate  changes  on  their  interest  rate  risk  position. 
These  analyses,  often  presented  in  "worst  case"  scenarios,  are  in  effect  a 
planning  tool  for  the  possibility  of  market  or  exchange  rate  shocks.  Instimtions 
involved  in  trading  or  speculative  activities  in  financial  derivatives  would 
generally  have  more  critically  imbalanced  interest  rate  risk  positions  and  would 
be  affected  earlier  and  more  severely  by  such  adverse  rate  changes. 
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B.        Bank  Derivatives  Activity 


Question  Bl.    What  percentage  of  derivatives  products  are  provided  by  state 
chartered  banks  (i.e.  what  is  state  chartered  bank  market  share)? 

Bl.      Relative  to  the  money  center  banks,  the  use  of  derivatives  by  state  non- member 
banks  is  comparatively  slight.   Most  recent  data  indicates  that  approximately 
98%  of  all  bank  derivative  activity  by  volume  remains  concentrated  in  the 
largest  banks.   In  addition,  included  in  the  state  non-member  bank  totals  are  the 
holdings  of  state  non-member  subsidiaries  of  these  same  large  money  center  or 
foreign  banks. 


Question  B2.  Please  provide  a  list  of  the  top  25  state  chartered  member  banks  by 
the  amount  of  their  derivatives  exposure.  Break  the  information  down  by  type  of 
derivative  product,  and  identify  the  state  chartered  banks  that  are  considered  dealers. 


B2.      Table  1  of  Submission  III  shows  the  largest  volume  of  activity  at  state  non- 
member  banks  including  the  subsidiaries  mentioned  in  the  previous  response. 
Volume  is  identified  by  financial  derivative  product  type.    Table  2  of  this 
Submission  provides  this  information  for  mutual  savings  banks  for  which  the 
FDIC  is  the  primary  federal  regulator.   Only  a  few  of  these  institutions  can  be 
considered  dealers. 


Concentration 


Question  CI.    What  are  the  pro 's  and  con 's  related  to  the  concentration  of  bank 
derivatives  activities  in  a  handful  of  large  money  center  banks? 

CI.      The  existing  concentration  of  financial  derivative  activities  at  a  comparative 

handful  of  money  center  banks  ignores  the  role  in  these  markets  played  by  non- 
bank  financial  companies  such  as  investment  banks  and  insurance  companies, 
and  by  foreign  banks.    At  the  end  of  1992,  Banque  Paribas  and  Societe 
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Generale,  two  large  French  banks,  had  the  largest  currency  swap  book  and 
interest  rate  options  book,  respectively.   Of  the  ten  largest  holdings  of  interest 
rate  swaps,  four  are  foreign  banks  or  bank  holding  companies,  another  is 
Merrill  Lynch  and  another  the  investment  banking  arm  of  JP  Morgan. ' 

The  comparative  concentration  of  financial  derivative  activity  at  a  relative 
handful  of  large  corrmiercial  banks,  presents  some  advantages,  both  from  a 
market  efficiency  and  a  regulatory  perspective,  including: 

•  extensive  technical  expertise,  market  knowledge  and  experience  in 
derivative  products; 

•  ability  to  disburse  various  market  risk  factors  over  a  diversified  portfolio 
of  financial  contracts; 

•  insulation  of  specific  risks  afforded  by  the  sheer  size  and  diversity  of 
these  large  banks; 

•  ability  of  these  institutions  to  quickly  raise  capital  or  fund  liquidity  needs 
in  global  markets; 

•  large,  well  diversified  institutions  better  prepared  to  deal  with  global 
market  movements  and  events; 

•  competitive  advantages  and  economies  of  scale  achieved  by  larger 
volumes;  and 

•  costly,  complex  and  sophisticated  risk  reporting  systems  developed  and 
used. 

The  disadvantages  of  the  concentration  of  this  activity  include: 

•  The  impact  of  a  single  participant  default  on  the  market.    The  difficulty 
experienced  by  counterparties  of  unwinding  a  large  volume  of  positions 
in  a  negative  market,  may  present  some  systemic  risk  issues  due  to  the 
volume  of  interrelated  transactions  between  the  principal  participants  in 
the  market.    However,  the  degree  of  impact  will  be  dependent  on  the 
dispersion  of  contracts  and  the  extent  to  which  the  failure  of  the 


Swaps  Monitor.  September  27,  1993. 
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participant  was  related  to  a  commonly  experienced  market  event  or 
condition. 

Withdrawal  of  any  single  participant  for  any  reason,  could  have  adverse 
effects  on  market  liquidity. 

The  possibility  that  a  participant  or  group  of  participants  will  attempt  to 
control  the  supply  or  price  of  a  given  financial  contract. 


Question  C2.   For  each  the  ten  largest  state  chartered  bank  derivatives  dealers, 
indicate  the  credit  exposure  related  to  derivatives  as  a  percentage  of  the  banks 
capital. 

C2.      Table  5  of  Submission  III  shows  the  ten  largest  derivatives  dealers,  both 

national  and  state  chartered  banks,  and  bank  holding  companies.   The  credit 
exposure  is  expressed  as  the  percentage  of  capital  committed  to  the  replacement 
cost  of  these  instruments.    Exposure  reflects  the  positive  replacement  cost  of 
contracts,  with  only  the  effect  of  netting  by  novation  reflected.    No  state  non- 
member  banks  are  included  in  the  list  of  10  largest  bank  or  bank  holding 
company  derivatives  dealers. 


Question  C3.   Does  your  agency  have  defined  criteria  that  must  be  met  before  a  state 
chartered  bank  can  offer  derivative  products?  Do  state  chartered  banks  need  to 
notify  your  agency  prior  to  becoming  a  dealer  in  derivative  products? 

C3.      There  are  no  legal  criteria  for  restricting  the  involvement  in  or  offering  of, 
financial  derivatives  by  a  state  non-member  bank.    The  safety  and  soundness 
implications  of  such  activity  would  be  reviewed  on  a  case-by-case  basis, 
considering  the  individual  financial  capacity,  management  and  control 
environment  of  the  specific  institution. 

While  the  industry  readily  accepts  the  common  understanding  of  a  dealer  as  a 
market  maker  in  a  given  product  or  class  of  instruments,  there  is  no  standard 
legal  definition  for  a  financial  derivatives  dealer.    In  this  context,  state  non- 
member  banks  need  not  provide  notification  before  becoming  a  dealer  in 
financial  derivatives,  with  the  exception  of  those  contracts  which  fall  under  the 
definition  of  U.S.  government  securities  as  contained  in  Section  15  of  the 
Securities  and  Exchange  Act  of  1934,  specifically,  option  type  contracts  on  US 
Government  securities. 
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Question  PL   How  does  your  agency  define  and  identify  speculation  in  derivative 
products  activities  at  state  chartered  banks?  Are  there  any  rules  or  regulations 
involving  bank  speculation  activities  using  derivative  products? 

Dl .      The  taking  or  acceptance  of  an  open  (unhedged  or  unmatched)  position  in  a 
commodity  or  financial  instrument  in  anticipation  that  future  price  movements 
will  be  advantageous  is  commonly  referred  to  as  speculating.    The  existence  of 
individuals,  groups  or  companies  willing  to  take  unmatched  positions,  is  a 
fundamental  part  of  all  capital  markets  activities,  providing  liquidity,  balance 
and  reliable  pricing  to  the  market  place.   The  FDIC's  concern  is  that  these 
speculators  structure  their  activities  in  such  a  manner  as  to  pose  no  undue  risk 
to  the  insurance  funds.    Our  focus  is  on  the  extent  of  position-taking  in 
derivative  instruments  by  insured  institutions  and  their  agents,  and  what  form 
supervision  of  this  activity  should  take. 

The  taking  of  unmatched  positions  with  the  intent  of  profiting  from  changes  in 
the  price  of  the  instrument  can  be  identified  to  an  extent  from  the  sheer  volume 
of  activity  in  financial  derivatives  transactions. 

Speculation  is  difficult  to  specifically  identify  off-site  by  review  of  transaction 
volume.   It  would  be  expected  that  above  normal  income  from  this  activity 
would  be  a  possible  indicator  of  more  risky,  speculative  transactions. 
However,  the  difficulty  of  isolating  income  derived  solely  from  speculating  in 
financial  derivatives  makes  this  approach  unreliable.    A  large  volume  of 
derivative  activity  might  be  expected  to  include  the  taking  of  unmatched 
positions,  but  again,  the  degree  of  risk  is  not  necessarily  evident  simply  from  a 
review  of  the  numbers. 

An  on-site  examination  is  a  more  reliable  tool  to  detect  excessive  position- 
taking.    Not  only  because  of  access  to  more  current  and  detailed  financial 
reports  and  results,  but  also  as  a  result  of  discussions  with  and  reviews  of 
management  personnel.    These  will  generally  reveal  the  overall  philosophy  and 
operational  approach  to  derivative  instruments  being  taken  by  management.    In 
this  manner,  positions  which  are  merely  coincidenlally  or  superficially  hedged 
can  be  revealed  as  speculative  and  apparently  unmatched  positions  can  be 
justified  as  moderating  rather  than  accentuating  risk.    The  FDIC  believes  that 
derivative  activity  should  not  necessarily  be  viewed  as  simply  a  separate 
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activity,  but  rather  as  an  integral  portion  of  the  institution's  business  philosophy 
and  approach.   Similarly,  the  willingness  of  management  to  assume  risks  in 
these  activities  can  often  be  assessed  on  the  basis  of  the  supervision  and  control 
exercised  in  other  areas  of  the  institution. 

The  rules  and  regulations  addressing  speculation  in  financial  derivatives  are 
essentially  those  that  address  such  practices  in  a  broader  sense  for  all  financial 
institution  activities.    The  general  supervisory  guidance  regarding  unsafe  and 
unsound  conduct  has  been  used  relative  to  inappropriate  involvement  in 
financial  derivatives  by  certain  institutions.   While  further  specificity  may  be 
warranted  in  some  cases,  the  disadvantage  in  a  rapidly  evolving  marketplace  is 
that  technical  definitions  or  instruments  can  develop  or  change  to  take 
advantage  of  areas  not  individually  or  specifically  addressed. 


Question  D2.    What  percentage  of  state  chartered  bank  derivative  transactions  are 
related  to  a)  market  making  functions?  b)  speculation?  c)  risk  arbitrage? 

D2.      For  the  instimtions  for  which  the  FDIC  is  the  primary  federal  regulator  -  state 
non-member  banks  and  mutual  savings  banks  —  information  on  the  relative 
percentage  of  market  making,  speculative  and  arbitrage  transactions  is  available 
only  in  individual  examination  reports  which  are  not  publicly  available.    These 
institutions  are  almost  exclusively  end-users  of  financial  derivatives,  as  opposed 
to  dealers  or  traders.   The  activities  specified  in  the  question  are 
overwhelmingly  concentrated  in  the  large  money  center  banks  for  which  the 
FDIC  is  not  the  primary  regulator. 


Question  D3.    To  what  extent  do  state  chartered  banks  enter  into  derivatives 
contracts  to  hedge  or  square  positions  on  their  own  balance  sheets? 

D3.      Financial  derivatives  activity  at  state  nonmember  banks  is  principally  for  the 

purpose  of  portfolio  management,  essentially  adjusting  the  risk  in  balance  sheet 
positions. 
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Question  D4.    What  percentage  of  state  chartered  bank  derivatives  transactions  are 
entered  into  with  a)  other  market  makers?  b)  financial  versus  nonfinancial  end- 
users?  c)  existing  bank  customers?  d)for  the  bank's  proprietary  trading  purposes? 

D4.      Given  their  position  as  end-users  of  these  instruments,  the  counterparties  for 

state  nonmember  banks  are  almost  entirely  market  making  entities:    U.S.       \     \ 
commercial  banks  and  investment  banks,  and  some  foreign  financial  companies. 
Detailed  data  on  the  relative  extent  that  state  non-member  banks  enter  into  these 
transactions  with  customers  or  for  their  own  account,  are  available  on  an 
individual  examination  basis.    This  information  is  not  publicly  available. 


Question  D5.    For  the  top  derivative  dealers,  how  important  is  income  from 
derivative-related  activities? 

D5.      While  more  specific  information  may  be  available  in  Federal  Reserve  or 

Comptroller  of  the  Currency  examination  reports  for  banks,  and  from  the  SEC 
for  other  major  domestic  participants,  monitoring  and  review  of  available 
off-site  data  reveals  overall  trading  income  making  up  a  substantial  portion  of 
revenues  for  the  largest  entities  involved  in  this  market.    While  existing 
periodic  reporting  data  does  not  focus  on  trading  specifically  in  financial 
derivatives,  it  is  clear  from  the  sheer  volume  of  this  activity  that  it  forms  an 
important  positive  contribution  to  the  bottom  line  of  the  major  practitioners. 


Separately  Capitalized  Subsidiaries 


Question  El.    What  are  the  pro 's  and  con 's  of  requiring  banks  to  establish 
separately  capitalized  subsidiaries  to  engage  in  derivatives  activities? 

El.      At  this  time,  the  FDIC  Board  of  Directors  has  not  endorsed  a  position  either  for 
or  against  separately  capitalized  subsidiaries  to  conduct  derivative  activities. 
The  staff  has  not  been  approached  by  a  bank  with  a  substantive  plan  for 
capitalizing  and  allocating  assets  and  liabilities  to  a  proposed  separate 
subsidiary.    Review  of  the  particulars  of  a  given  strucuire  by  the  staff  at  the 
FDIC  would  be  appropriate  prior  to  pronouncing  whether  creation  of  special 
purpose  subsidiaries  is  appropriate  for  insured  financial  institutions.    The 
emphasis  of  any  such  review  would  be  on  the  safety  and  soundness  issues 
raised  by  the  individual  proposal,  and  with  full  consideration  of  specific 
advantages  and  disadvantages. 
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From  the  individual  bank  perspective,  as  well  as  that  of  the  supervisory 
authority/insurer,  the  principal  argument  in  favor  of  requiring  that  derivatives 
activities  be  limited  to  separately  capitalized  subsidiaries  would  be  the 
establishment  of  a  downside  loss  limit  to  the  extent  of  the  resources  of  the 
subsidiary.    However,  inasmuch  as  that  concept  would  provide  protection  to  the 
bank,  it  would  for  those  very  reasons  be  unattractive  to  a  counterparty  and 
therefore  eliminate  or  limit  the  activity  perhaps  unnecessarily.    To  the  contrary, 
the  ability  to  establish  such  subsidiaries  without  prior  clearance  by  the  insurer 
could  induce  otherwise  non-creditworthy  banks  to  "carve  out"  assets  as 
contributed  capital  to  the  subsidiary,  offering  a  preference  claim  to  the  benefit 
of  derivatives  counterparties  to  the  potential  detriment  of  all  other  bank 
creditors  and  perhaps  the  insurer. 

Question  E2.    In  providing  derivatives  products,  to  what  extent  does  deposit 
insurance  provide  banks  with  an  advantage  or  disadvantage  over  nonbank 
competitors? 

E2.      The  advantage  for  banks  to  participate  in  this  market  as  providers  of  financial 
derivatives  is  not  so  clearly  the  direct  result  of  deposit  insurance.    Rather,  it 
appears  that  it  is  more  a  function  of  the  nature  of  the  commercial  banking 
business  and  the  structure  instimtion  balance  sheets.    These  factors  provide 
three  things  not  necessarily  available  to  nonbank  competitors. 

•  A  customer  base  with  a  wide  variety  of  market  risk  positions  and  a 
general  willingness  to  mitigate  or  exchange  certain  of  these  risks.    This 
allows  banks  to  produce  and  sell  a  variety  of  financial  derivative 
products.    Within  a  sufficiently  large  pool  of  customers,  individual 
companies  will  likely  have  partially  offsetting  risk  positions  and  will 
likely  require  partially  offsetting  instruments  to  hedge  these  positions. 
This  enables  a  bank  to  naturally  maintain  a  partially  balanced  financial 
derivatives  portfolio  or  "book." 

•  The  interest  rate  sensitivity  of  portfolios  of  interest  bearing  assets  and 
liabilities  results  in  a  certain  assumption  of  namral  balance  sheet  interest 
rate  risks.    Banks  must  routinely  manage  these  positions,  which  would 
also  enable  them  to  offer  positions  in  financial  derivatives  to  others. 

Trading  or  other  derivatives  activity  is  most  likely  an  outgrowth  of 
operational  and  pricing  efficiencies  achieved  from  experience  in  the  deal- 
making  portfolio  providing  this  financial  service  to  customers  or  from 
hedging  their  own  balance  sheet. 


22 


117 


•        Banks  are  widely  viewed  as  having  substantial  risk  evaluation  and 

diversification  capabilities,  important  characteristics  of  either  dealers  or 
traders  in  these  instruments.   Banks  are  also  seen  as  having  long  term 
legal  structures,  important  for  counterparties  with  long  term  contract 
maturities. 

While  deposit  insurance  certainly  plays  an  underlying  role  in  the  fundamental 
characteristics  of  the  banking  business  and  of  bank  balance  sheets,  it  does  not 
necessarily  create  particular  advantages  in  derivatives  activities.    The  financial 
derivatives  business  does  not  require  the  advantage  afforded  by  insured  deposits 
in  generating  a  volume  of  lower  cost  funds;  in  fact,  many  of  the  largest  bank 
participants  in  this  market  rely  heavily  on  funding  sources  other  than  insured 
deposits. 
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Honorable  Jonathan  Fiechter 

Acting  Director 

Office  of  Thrift  Supervision  (OTS) 

1700  G  Street,  N.W. 

Washington,  D.C.   20552 

Dear  Mr.  Fiechter: 

On  October  28,  1993  at  9:30  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the  safety 
and  soundness  issues  associated  with  savings  and  loan  derivative 
activities.  You  are  respectfully  invited  to  testify  at  the 
hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  thrift  derivative  activities,  please 
work  with  the  Federal  Deposit  Insurance  Corporation  (FDIC) ,  the 
Office  of  the  Comptroller  of  the  Currency  (OCC) ,  and  the  Federal 
Reserve  to  provide  written  answers  to  the  following  questions  by 
the  close  of  business  October  26,  1993. 

A.    Regulation  and  Supervision 

1.  Please  define  and  explain  the  systemic  risks  associated  with 
thrift  derivative  activities? 

2.  Please  define  and  explain  the  risks  associated  with  individual 
thrift  involvement  in  derivatives  activities. 

3.  What  steps  has  your  agency  taken  to  ensure  the  safety  and 
soundness  of  thrifts  involved  in  derivative  product 
activities? 

4.  Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  thrift 
derivatives  activities? 

5.  Please  summarize  your  agency's  strategy  for  supervising  thrift 
derivative  product  activities? 
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6.  What  steps  has  OTS  taken  to  ensure  examiners  are  properly 
trained  to  supervise  derivative  activities?  How  many 
examiners  are  trained  to  supervise  thrift  derivative 
activities?  Is  there  a  separate  "derivatives"  examiner  corps 
at  the  OTS? 

7.  To  what  extent  does  our  multi-layered  financial  institution 
regulatory  system  complicate  efforts  to  supervise  derivatives 
activities  at  federally  insured  depository  institutions? 
Would  a  single  financial  institution  regulatory  agency  improve 
oversight  and  supervision  of  thrift  derivatives  activities? 
Please  comment  on  Comptroller  Ludwig's  call  for  the  creation 
of  an  interagency  task  force  on  derivatives. 

8.  How  does  regulation  and  supervision  of  derivatives  activities 
differ  between  thrifts  and  banks? 

9.  Does  your  agency  support  additional  financial  reporting 
requirements  (e.g.  credit  exposure,  replacement  cost  exposure, 
etc.)  related  to  derivatives  information  contained  in  thrift 
financial  statements? 

10.  Does  your  agency  support  changing  U.S.  and  international 
accounting  standards  to  reflect  more  standardized  reporting  of 
derivatives  information  contained  in  financial  institution 
statements?   Please  explain. 

11.  Are  thrift  risk  management  systems  adequate  to  address  the 
risks  posed  by  derivative  activities?  Please  differentiate 
between  the  large,  well  established  dealers  versus  new 
entrants  to  the  derivatives  market.  Is  your  agency  developing 
standardized  guidelines  for  thrift  risk  management  systems? 

12.  Does  your  agency  require  senior  managers  and  board  members  to 
pass  competency  tests  to  ensure  they  are  experienced  in 
managing  the  risks  associated  with  derivative  activities? 

13.  Should  thrifts  have  at  least  two  directors  that  have  direct 
experience  in  managing  the  risks  associated  with  derivatives 
activities? 

14.  Under  what  scenario(s)  could  an  individual  thrift  fail  as  a 
result  of  derivatives-related  activities?  What  catastrophes 
in  the  markets  could  cause  a  derivatives-related  thrift 
failure?  Are  thrifts  required  to  formulate/simulate  plans  for 
such  catastrophes? 

B.    Thrift  Derivatives  Activity 

1.  What  percentage  of  derivatives  products  are  provided  by 
thrifts  (i.e.  what  is  thrift  market  share)? 

2.  Please  provide  a  list  of  thrifts  that  offer  derivatives 
products.  Break  the  information  down  by  type  of  derivative 
product,  and  identify  of  the  thrifts  that  are  considered 
dealers. 

3.  Are  thrift  holding  company  derivative  activities  profitable? 
How  important  are  derivatives-related  profits  to  overall 
thrift  profitability? 
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C.  Concentration 

1.  What  are  the  pro's  and  con's  related  to  the  concentration  of 
bank  derivatives  activities  in  a  handful  of  large  money  center 
banks? 

2.  For  each  the  ten  largest  thrift  derivatives  dealers,  indicate 
the  credit  exposure  related  to  derivatives  as  a  percentage  of 
the  thrifts  capital. 

3.  Does  your  agency  have  defined  criteria  that  must  be  met  before 
a  thrift  can  offer  derivative  products?  Do  thrifts  need  to 
notify  your  agency  prior  to  becoming  a  dealer  in  derivative 
products? 

D.  Speculation 

1.  How  does  your  agency  define  and  identify  speculation?  Are 
there  any  rules  or  regulations  involving  thrift  speculation 
activities  using  derivative  products? 

2.  What  percentage  of  thrift  derivative  transactions  are  related 
to  a)  market  making  functions?  b)  speculation?  c)  risk 
arbitrage? 

3.  To  what  extent  do  thrifts  enter  into  derivatives  contracts  to 
hedge  or  square  positions  on  their  own  balance  sheets? 

4.  What  percentage  of  thrift  derivatives  transactions  are  entered 
into  with  a)  other  market  makers?  b)  financial  versus 
nonfinancial  end-users?  c)  existing  thrift  customers?  d)  for 
the  thrift's  proprietary  trading  purposes? 

5.  For  the  top  derivative  dealers,  how  important  is  income  from 
derivative-related  activities? 

E.  Separately  Capitalized  Subsidiaries 

1.  What  are  the  pro's  and  con's  of  requiring  thrifts  to  establish 
separately  capitalized  subsidiaries  to  engage  in  derivatives 
activities? 

2.  In  providing  derivatives  products,  to  what  extent  does  deposit 
insurance  provide  thrifts  with  an  advantage  or  disadvantage 
over  bank  competitors? 

Please  provide  answers  to  the  following  questions  by  the  close 
of  business,  November  26,  1993. 

A.    Separately  Capitalized  Subsidiaries 

1.  Does  the  OTS  currently  encourage  or  discourage  thrifts  from 
setting  up  separately  capitalized  subsidiaries  to  engage  in 
derivatives-related  activities?  Over  the  past  several  years, 
how  many  thrifts  applied  to  establish  separately  capitalized 
subsidiaries  to  engage  in  derivatives-related  activities? 
Has  the  OTS  acted  on  those  applications?  Please  explain  the 
reasons  the  OTS  approved  or  denied  each  application?  Has  the 
OTS  encouraged  thrifts  to  withdraw  such  applications? 
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2.  How  does  a  thrift's  credit  rating  affect  its  ability  to 
provide  derivatives  products  to  its  customers?  How  does  a 
thrifts  credit  rating  affect  its  ability  to  perform  market 
making  functions  in  derivatives  products? 

B.  Over-the-counter  (OTC)  Versus  Organized  Exchange 

1.  What  percentage  of  the  thrift  derivative  transactions  are 
arranged  over-the-counter  (OTC)  as  opposed  to  being  arranged 
through  an  organized  exchange?  What  percentage  of  thrift  OTC 
transactions  are  between  market-makers  versus  OTC  transactions 
between  market-makers  and  their  customers? 

2.  What  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the 
markets? 

3.  To  what  extent  does  your  agency  interface/cooperate  with 
exchange  officials  associated  with  thrift  exchange  related 
activities? 

4.  To  what  extent  does  your  agency  interface/cooperate  with  the 
Commodities  Futures  Trading  Commission  (CFTC)  and  the 
Securities  Exchange  Commission  (SEC)  related  to  thrift 
derivatives  activities? 

5.  Please  identify  exchange-related  clearing  organizations,  their 
function  and  thrift  membership  in  clearing  organizations?  Who 
performs  the  exchange  or  clearing  organization  function  in  the 
OTC  market? 

6.  How  do  the  parties  to  a  derivatives  contract  ensure  contract 
performance  in  the  OTC  market? 

C.  Trusts 

1.  How  many  derivatives  products  (quantity  and  notional  value)  do 
dealer  thrifts  sell  to  their  existing  discretionary  trust 
customers?  nondiscretionary  trust  customers?  What  is  the 
income  from  those  transactions? 

2.  Are  there  any  rules  governing  the  sale  of  derivative  products 
to  a  thrift's  discretionary  or  nondiscretionary  trust 
customers? 

3.  In  your  opinion,  is  it  a  conflict  of  interest  for  a  thrift  to 
sell  derivatives  products  to  its  discretionary  or 
nondiscretionary  trust  customers? 

E.    Trading  Accounts  and  Chinese  Walls 

1.  For  the  top  ten  thrift  derivatives  dealers  for  the  past  five 
years,  please  provide  trading  assets  and  trading  profits? 

2.  For  those  same  thrifts  over  the  same  period  of  time,  what 
percentage  of  each  thrifts  assets  are  trading  assets  and  what 
percentage  of  total  income  is  derived  from  trading  income? 
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3. 


4. 


To  what  extent  are  there  legal  and  physical  barriers  erected 
between  thrift  proprietary  trading  activities  and  a  thrift's 
customer-related  derivatives  activities? 

In  trading  for  their  own  proprietary  accounts,  to  what  extent 
do  dealer  thrifts  use  information  gleaned  from  customer- 
related  derivatives  activities? 


F.    Taxes 

1.    Please  comment  on  the  feasibility  and  implications  of  levying 
a  tax  on  speculation-related  derivative  transactions. 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  your  agencies  efforts  to  supervise  and  regulate  thrift 
derivative  activities. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  October  26,  1993. 


Thank  you  for  your  cooperation.   The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


Chairman 


HBG:dk/mc 
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INTRODUCTION 


Good  morning,  Mr.  Chairman,  members  of  the  Committee. 
Thank  you  for  inviting  me  to  testify  on  behalf  of  the  Office 
of  Thrift  Supervision  ( OTS )  on  the  safety  and  soundness 
issues  associated  with  the  use  of  derivative  instruments.   My 
testimony  today  primarily  deals  with  nonmortgage-related 
derivatives  since  that  has  been  the  focus  of  the  most  recent 
discussions  and  studies. 

The  explosive  growth  of  financial  derivatives  markets 
has  drawn  attention  to  the  implications  of  derivatives  for 
the  banking  system  and  financial  markets.   The  focus  on  these 
markets  by  public  officials,  private  market  participants,  and 
the  press  has  been  intensive  and  very  healthy.   It  should 
help  to  "demystify"  the  world  of  derivatives,  and  bring  to 
the  forefront  the  benefits  as  well  as  the  potential  risks  of 
these  markets. 

Mr.  Chairman,  as  you  know,  the  topic  of  derivatives  has 
generated  much  discussion  of  systemic  risk  —  the  risk  that  a 
mishap  in, the  derivatives  market  could  precipitate  a  major 
disruption  or  collapse  of  the  financial  system.   A  frequently 
mentioned  worst-case  scenario  is  that  the  default  of  a  major 
derivatives  dealer  or  counterparty  could  cause  other  dealers 
and  counterparties  to  fail,  which  in  turn  could  set  off  a 
chain  reaction  of  failures  throughout  the  global  financial 
community.   As  you  know,  central  bankers,  other  regulators, 
and  market  participants  are  continuing  their  efforts  to 
ensure  that  such  scenarios  remain  financial  fiction. 

Since  much  of  the  concern  about  systemic  risk  seems  to 
focus  on  the  activities  of  institutions  that  act  as  dealers 
in  the  derivatives  markets,  I  should  point  out  that  none  of 
the  savings  associations  supervised  by  OTS  are  derivatives 
dealers.   However,  savings  associations  are  end-users  of 
derivatives.   Consequently,  I  will  direct  my  remarks  to  the 
use  of  derivatives  by  thrift  institutions  and  to  OTS' 
supervision  of  their  derivative  activities. 

WHAT  EXACTLY  ARE  DERIVATIVES? 

A  derivative  is  a  financial  instrument  whose  value  is 
based  on  the  value  of  an  underlying  asset,  an  index,  or  a 
reference  rate.   The  most  common  derivatives  include  futures, 
options,  swaps,  and  forwards.   These  instruments  can  be  tied 
to  interest  rates,  equities,  commodities,  and  foreign 
currencies . 
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BENEFITS  OF  DERIVATIVES 


Derivative  financial  products  are  used  primarily  to 
manage  risk.   The  demand  for  these  products  has  grown 
exponentially  over  the  last  two  decades  in  response  to  the 
increased  volatility  of  financial  markets.   In  particular, 
the  volatility  in  foreign  exchange,  commodities,  equities, 
and  money  markets  has  created  a  strong  demand  for  financial 
products  that  can  be  used  to  control  risks  in  those  markets. 

The  growth  of  derivative  products  that  are  used  to  manage 
interest  rate  risk  is  a  good  example  of  how  innovation  is 
driven  by  the  needs  of  the  marketplace.   In  the  late  1970s 
and  early  1980s,  interest  rates  rose  dramatically,  and  the 
volatility  of  interest  rates  also  increased.   The  need  for 
better  and  more  varied  tools  for  managing  interest  rate  risk 
became  apparent.   The  markets  responded  to  that  need  with  a 
host  of  new  derivative  instruments,  including  new  financial 
futures  contracts,  options  on  futures,  forward  rate 
agreements,  interest  rate  swaps,  interest  rate  caps,  floors, 
and  collars. 

Before  derivatives,  financial  institutions  managed  their 
exposure  to  interest  rate  risk  by  altering  the  composition  of 
their  assets  and  liabilities.   For  example,  an  institution 
that  wanted  to  reduce  its  exposure  to  rising  interest  rates 
might  have  adjusted  the  liability  side  of  its  balance  sheet 
by  replacing  short-term  borrowings  with  long-term  borrowings. 
Or,  it  might  have  adjusted  the  asset  side  of  its  balance 
sheet  by  replacing  long-term  fixed  rate  assets  with 
shorter-term  or  variable  rate  assets.   Changing  the  mix  of 
assets  and  liabilities  can  be  a  time-consuming,  expensive, 
and  cumbersome  way  to  manage  interest  rate  risk  exposures. 
Today,  an  institution  can  adjust  its  risk  exposure  —  with 
more  precision,  greater  efficiency,  and  often  at  a  lower  cost 
—  by  entering  into  off-balance-sheet  transactions  with 
derivatives,  such  as  interest  rate  swaps,  financial  futures, 
or  options. 

Derivatives  also  can  enhance  the  ability  of  financial 
institutions  to  serve  their  customers'  needs.   For  example, 
derivatives  make  it  easier  for  lending  institutions  to  offer 
borrowers  the  types  of  loans  they  want.   The  30-year 
fixed-rate  mortgage  is  a  case  in  point.   Many  borrowers 
prefer  30-year  fixed-rate  mortgages  to  15-year  or 
adjustable-rate  mortgages.   However,  the  fixed-rate  mortgage 
carries  considerably  greater  interest  rate  risk  to  lending 
institutions  —  particularly  in  an  environment  of  increased 
interest  rate  volatility.   Derivatives  can  enable  lenders  to 
better  cope  with  the  risks  of  holding  fixed-rate  mortgages  by 
enabling  them  to  transfer  some  of  the  risk  to  others. 
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The  enormous  size  of  the  derivatives  market  reflects  the 
broad  range  of  applications  for  these  products,  as  well  as 
their  acceptance  by  financial  institutions,  institutional 
investors,  and  corporate  treasurers.   It  is  a  healthy,  vital 
market  —  a  global  market  created  and  dominated  by  American 
financial  institutions.   And  it  is  a  clear  example  of  how  the 
creativity  and  flexibility  of  our  financial  system  can  create 
a  new  industry  that  is  a  vibrant  part  of  the  nation's 
economy. 

SAFETY  AND  SOUNDNESS  CONCERNS 

While  financial  derivatives  can  be  very  useful  products 
for  managing  and  controlling  risk,  they  can  —  like  any  other 
financial  product  —  be  misused.   Our  primary  concern  with 
derivatives  is  speculation.   Put  simply,  while  derivatives 
offer  new  ways  to  reduce  risk,  they  also  offer  new  ways  to 
speculate . 

"Speculation"  is  an  emotionally  charged  word  that  means 
different  things  to  different  people.   Here,  I  am  using  the 
term  to  refer  to  the  practice  of  taking  on  additional  risk. 
There  is  the  danger  that  insured  depository  institutions,  or 
even  unauthorized  staff  of  such  institutions,  might  use 
derivatives  to  take  speculative  positions. 

Although  speculators  play  a  useful  role  by  bearing  risks 
that  others  are  unwilling  to  bear,  OTS  does  not  believe 
savings  institutions  should  be  engaged  in  speculative 
activities,  whether  with  derivatives  or  any  other  financial 
instrument. 

Another  concern  often  raised  about  derivatives  is  that 
they  are  complex  instruments.   Some  derivatives  are 
structurally  complex  instruments,  but  many  of  the  most 
widely-used  instruments  are  actually  quite  simple. 

Indeed,  a  case  can  be  made  that  "plain  vanilla"  futures 
contracts,  interest  rate  swaps,  and  interest  rate  options  are 
less  complex  than  many  of  the  more  familiar  financial 
instruments  such  as  loans,  deposits,  and  equity  securities. 
They  are  certainly  far  less  complex  than  a  30-year  fixed-rate 
mortgage  which  contains  an  option  that  permits  the  homeowner 
to  prepay  the  loan  at  any  time. 

Nevertheless,  the  world  of  derivatives  is  new  and 
unfamiliar.   The  language  is  arcane,  the  theoretical 
foundation  that  underlies  financial  derivatives  is  complex, 
and  the  techniques  that  are  used  to  measure  and  monitor 
derivative  exposures  are  very  sophisticated.   "Complex"  is 
probably  the  right  word  when  we  look  at  the  entire  range  of 
derivatives  and  it  is  that  complexity  that  increases  the 
opportunity  for  missteps. 
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CHALLENGE  TO  REGULATORS 


Derivative  financial  products  available  for  use  by 
depository  institutions  present  difficult  challenges  to  bank 
and  thrift  regulators.   Four  key  challenges  come  to  mind: 

o  Keeping  up  with  the  pace  of  financial  innovations  in 
the  derivatives  markets; 

o  Risk  measurement; 

o  Obtaining  the  information  needed  to  measure  properly 
the  risks  associated  with  the  use  of  financial 
derivatives  without  imposing  an  undue  burden  on  the 
industry;  and 

o  Ensuring  that  regulatory  policies  and  practices 

provide  an  environment  in  which  qualified  depository 
institutions  with  the  specialized  expertise  are  not 
discouraged  from  using  these  instruments  to  reduce 
risk  and  to  lower  their  cost  of  carrying  out  many 
kinds  of  financial  transactions. 

MEETING  THE  CHALLENGES 

With  regard  to  the  first  challenge  —  that  of  keeping 
pace  with  financial  innovation  in  the  derivatives  markets  — 
we  have  made  a  special  effort  to  maintain  a  group  of  capital 
markets  and  interest  rate  risk  specialists  in  our  Washington 
D.C.  headquarters  and  in  each  of  our  regional  offices.   These 
specialists  are  available  to  assist  examiners  and  other 
supervisory  staff  that  have  questions  on  derivatives  or  need 
assistance  in  evaluating  the  positions  of  individual  savings 
associations.    In  addition,  GTS  offers  its  staff  a  number  of 
training  courses  that  cover  derivatives  and  their  use  by 
savings  associations. 

The  second  challenge  posed  by  derivatives  —  that  of 
risk  measurement  —  has  been  a  major  priority  of  GTS.   We 
have  developed  and  implemented  a  sophisticated, 
state-of-the-art  interest  rate  risk  model  that  is  capable  of 
measuring  the  effect  of  derivatives  on  an  institution's 
overall  interest  rate  risk  exposure. 

The  OTS  model  measures  risk  on  a  "total  portfolio 
basis."    This  approach  recognizes  that  risk  is  properly 
viewed  in  the  context  of  an  institution's  entire  portfolio  of 
assets,  liabilities,  and  off-balance-sheet  contracts.   The 
effect  of  a  derivative  on  the  overall  risk  of  the 
institution,  not  the  derivative's  "stand-alone"  risk,  is  the 
proper  focus  for  an  institution's  management. 

For  example,  the  addition  of  a  particular  derivative  to 
the  portfolio  of  Thrift  A  might  further  increase  its  overall 

-4- 


128 


risk,  while  the  addition  of  the  same  derivative  to  Thrift  B's 
portfolio  could  decrease  its  risk.  It  is  the  contribution  to 
portfolio  risk,  not  the  risk  of  the  instruments  on  a  stand 
alone  basis,  that  counts.  The  failure  to  evaluate  the  effect 
of  derivatives  on  an  institution'  total  portfolio  can  lead  to 
inappropriate  risk  assessments. 

Each  quarter  we  use  our  model  to  generate  interest  rate 
risk  exposure  reports  for  individual  savings  associations. 
The  exposure  reports  include  OTS'  estimates  of  the  economic 
value  of  the  institution  assets,  liabilities,  and  off-balance 
sheet  contracts,  including  derivatives,  under  nine  different 
interest  rate  scenarios.   These  reports  are  sent  to  the 
savings  associations  and  to  OTS  supervisory  and  examination 
personnel  for  their  use. 

To  address  the  third  challenge  —  that  of  collecting 
sufficient  information  to  supervise  the  derivatives 
activities  of  savings  associations  —  OTS  staff  has  worked 
closely  with  industry  experts  to  re-design  the  reporting  form 
that  we  use  to  collect  the  necessary  data.   As  a  result,  we 
introduced  a  new  reporting  form  in  March  of  this  year  that 
provides  extensive  information  on  derivatives. 

The  new  reporting  form  uses  a  unique  four-digit  coding 
system  that  allows  us  to  distinguish  among  nearly  300 
different  types  of  off-balance-sheet  derivatives.   Using 
these  data,  OTS  estimates  the  value  of  each  reported 
derivative  position  in  conjunction  with  the  rest  of  the 
institution's  assets  and  liabilities  under  the  current 
interest  rate  environment  and  under  eight  alternate  interest 
rate  scenarios.   These  estimates  are  used  to  determine 
whether  institutions  are  using  these  products  to  reduce  or 
increase  their  overall  interest  rate  risk. 

This  information  must  be  reported  by  all  savings 
associations  except  those  with  assets  of  less  than 
$300  million  that  have  risk-based  capital  ratios  in  excess  of 
12  percent.   Although  such  small,  highly-capitalized 
institutions  are  exempt  from  filing  this  report,  over 
70  percent  of  them  submit  the  schedule  voluntarily. 

Finally,  with  respect  to  the  challenge  of  providing  a 
regulatory  environment  that  does  not  discourage  qualified 
institutions  from  using  derivatives  instruments  to  reduce 
risk,  we  have  made  progress.   But  further  progress  is  needed 
because,  simply  put,  in  a  business  that  is  exposed  to 
considerable  interest  rate  risk,  savings  institutions  may  be 
hurting  themselves  by  avoiding  legitimate  risk  reduction 
tools  for  fear  that  their  use  will  invite  undue  regulatory 
scrutiny. 
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Today  relatively  few  institutions  use  derivatives.   Only 
117  of  the  1,822  SAIF-insured  savings  associations  reported 
positions  in  derivatives,  as  of  September  30,  1993.   Of 
these,  82  had  positions  in  interest  rate  swaps,  20  had 
futures  contracts,  and  43  had  options  positions. 

These  institutions  appear  to  be  using  the  derivatives  to 
reduce  their  risk  exposure.   The  Risk  Management  Division  of 
OTS  conducted  a  sensitivity  analysis  of  these  institutions  to 
assess  the  hedge  value  of  their  derivatives  positions,  or 
more  specifically,  to  determine  the  protection  they  would 
provide  against  rising  interest  rates.   The  analysis  suggests 
that  if  interest  rates  were  to  rise  by  200  basis  points,  the 
economic  value  of  the  derivatives  reported  by  these 
institutions  would  increase  from  their  economic  value  as  of 
September  30,  from  $547  million  to  $911  million  —  providing 
hedge  protection  amounting  to  $364  million. 

There  is  no  question  that  regulators  need  to  be  able  to 
distinguish  proper  use  of  derivatives  from  improper  use.   We 
believe  that  the  OTS  interest  rate  risk  model  has  gone  a  long 
way  toward  addressing  this  concern. 

Under  the  new  framework,  an  institution's  capital 
requirement  is  directly  related  to  its  overall  interest  rate 
risk  exposure.   Thus,  the  effect  of  derivatives  on  an 
institution's  interest  rate  risk  exposure  is  taken  into 
account  in  determining  its  capital  requirement. 

On  this  particular  challenge  of  providing  a  safe  harbor 
for  derivatives  usage,  I  have  been  asked  the  question:  "Is 
the  risk  of  using  derivatives  less  than  the  risk  of  not  using 
them?"    Surprisingly,  I  learned  that  even  the  courts  have 
been  asked  to  address  this  question.   Last  year,  an  Indiana 
court  ruled  in  Brane  vs.  Roth  that  a  grain  elevator  operator 
that  did  not  hedge  could  be  held  liable  for  losses  it 
sustained.   Clearly,  we  have  to  be  prepared  for  change. 

CONCLUSION 

The  financial  engineering  that  is  taking  place  at  our 
nation's  leading  financial  institutions  is  evolving.  Futures, 
options,  swaps,  and  other  derivatives  have  been  proven  to  be 
efficient  and  effective  risk  management  tools.   The  growth  of 
the  derivatives  markets  underscores  their  usefulness.   Many 
depository  institutions  have  used  them  to  reduce  risk.   In  so 
doing,  risk  to  the  Federal  deposit  insurance  funds  has  also 
been  reduced. 

At  OTS,  we  have  devoted  considerable  effort  to  develop 
and  implement  a  supervisory  approach  that  allows  qualified 
institutions  to  use  derivatives  to  reduce  risk  exposure. 
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We  are  particularly  mindful  that  an  overly  cautious 
supervisory  approach  could  have  the  unintended  effect  of 
discouraging  the  use  of  these  products  to  reduce  risk. 

Mr.  Chairman,  that  concludes  my  testimony.   I  would  be 
pleased  to  address  any  questions  you  may  have. 
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1700G  Sir«i,  N  W  .  Washington,  DC    20552  •  (202)  906-6590 


October  26,    1993 


The    Honorable   Henry   B.    Gonzalez 

Chai  rman 

Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  D.  C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  the  opportunity  to  respond  to  a  series  of 
questions  concerning  safety  and  soundness  issues  associated 
with  thrift  institution  derivative  activities.   I  am  pleased 
to  attach  the  Office  of  Thrift  Supervision's  responses. 

In  keeping  with  the  fact  that  the  recent  discussions  and 
studies  have  focused  on  non-mortgage-related  derivatives,  our 
responses  refer  to  derivative  activities  pertaining  to  futures, 
options  and  interest  rate  swaps  and  not  mortgage  derivative 
activities  of  savings  associations.   However,  we  have  included  a 
study  prepared  last  spring  that  discusses  in  detail  the  mortgage 
derivative  activities  of  savings  associations. 


Since  rely , 


l/yiA 


^  i  Tu^t 


Ji^athan  L.  Fiechter 
Acting  Director 
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DERIVATIVE  QUESTIONS  AND  ANSWERS  FOR  CHAIRMAN  GONZALEZ 

by 
The  Office  of  Thrift  Supervision 

GROUP  I  QUESTIONS 

A.   Regulation  and  Supervision 

1.  Please  define  and  explain  the  systemic  risks  associated 
with  thrift  derivative  activities. 

In  this  response  and  those  that  follow,  we  define  derivatives 
to  include  futures,  options,  swaps,  swaptions,  caps  and  floors, 
foreign  exchange  contracts,  and  similar  off-balance-sheet  items. 

The  principle  source  of  systemic  risk  in  derivatives  markets  is 
believed  to  come  from  major  international  banks  and  investment 
banking  firms  that  act  as  dealers  in  the  over-the-counter 
derivatives  market.   The  thrift  industry  participates  in 
derivatives  markets  as  end-users,  not  as  dealers.   Approximately 
six  percent  of  savings  associations  use  derivatives. 

Savings  associations  use  derivatives  primarily  to  limit 
exposure  to  interest  rate  risk.   Moreover,  GTS  has  taken  a  number 
of  steps  to  encourage  the  prudent  use  of  derivatives  by  savings 
associations. 

The  systemic  risk  associated  with  derivatives  that  would 
directly  affect  savings  associations  is  the  credit  risk  of  a  major 
dealer  or  other  counterparty  that  could  "spill  over"  and  affect 
the  health  of  the  thrift  industry,  or  impair  the  liquidity  of 
derivatives  markets.   GTS  capital  rules  and  policies  for 
prudential  use  of  derivatives,  such  as  the  proper  selection  of 
counterparties  and  diversification  of  derivatives  transactions 
among  several  counterparties,  act  to  mitigate  the  risk  from  a 
systemic  crisis  in  the  derivatives  market.   GTS ' s  interest  rate 
risk  management  program  is  discussed  in  detail  in  the  answer  to 
question  A. 3.  below. 

2.  Please  define  and  explain  the  risks  associated  with 
individual  thrift  involvement  in  derivatives  activities. 

Because  thrifts  are  end-users  of  derivatives  they  do  not  face 
the  risks  encountered  by  broker/dealers.   As  with  any  other 
financial  instrument,  our  primary  concern  with  the  use  of 
derivatives  by  thrifts  is  that  they  might  be  used  imprudently.   In 
addition,  we  are  also  concerned  that  derivatives  might  be  used 
improperly  by  employees  who  do  not  have  sufficient  technical 
expertise . 
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3.   What  steps  has  your  agency  taken  to  ensure  the  safety  and 
soundness  of  thrifts  involved  in  derivative  product  activities? 

Derivatives  can  be  used  to  manage  various  types  of  risk.   If 
used  properly,  they  can  be  used  to  lower  the  interest  rate  risk  in 
the  thrift  industry. 

Interest  rate  risk  is  a  fundamental  result  of  the  basic 
business  of  the  thrift  industry.   The  damage  to  the  thrift 
industry  that  can  be  caused  by  sudden  interest  rate  changes  was 
one  of  the  lessons  of  the  late  1970s  and  early  1980s.   As  a  result 
of  that  episode,  OTS  has  implemented  a  comprehensive  program  to 
address  interest  rate  risk  in  the  thrift  industry.   Among  other 
things,  that  prograa  is  designed  to  take  into  account  the  use  of 
derivatives  by  savings  associations.   The  objectives  of  that 
program  are  to: 

o  Promote  a  better  understanding  of  interest  risk  among  savings 
associations  and  OTS  supervisory  and  examination  personnel. 

o  Ensure  that  savings  ass'ociations  set  internal  interest  rate 
risk  exposure  Halts  at  appropriate  levels. 

o  Make  certain  that  large  savings  associations  —  those  with 
more  than  $500  «illion  of  assets  —  have  the  management 
information  systeas  needed  to  measure  their  interest  rate 
sensitivity. 

o  Strengthen  our  interest  rate  risk  surveillance  and  monitoring 
efforts  and  provide  OTS-generated  interest  rate  risk  estimates 
to  individual  associations  and  to  OTS  personnel. 

o  Incorporate  an  interest  rate  risk  component  into  the 
risk-based  capital  framework. 

Industry  Guidance  (Thrift  Bulletin  13) 

The  first  element  in  the  OTS  interest  rate  risk  program  was 
contained  in  Thrift  Bulletin  13,  issued  in  1989.   Thrift  Bulletin 
13  advises  institutions  to  set  interest  rate  risk  exposure  limits 
and  describes  the  internal  policies,  practices,  and  procedures 
that  OTS  expects  institutions  to  follow  in  managing  their  interest 
rate  risk  exposure. 

Thrift  Bulletin  13  requires  any  institution  with  $500  million 
or  more  in  assets  or  any  institution  that  holds  "high-risk" 
mortgage  derivative  products  to  have  an  interest  rate  risk 
measurement  system.   The  measurement  system  must  be  capable  of 
measuring  the  effect  of  changes  in  interest  rates  on  the 
institution's  net  interest  earnings  and  on  the  market  value  of  the 
institution's  portfolio  of  assets,  liabilities,  and  off-balance 
sheet  contracts. 
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If  an  institution  uses  derivatives,  the  measurement  system 
must  be  capable  of  valuing  the  derivatives  under  different 
interest  rate  scenarios.   The  emphasis  on  market  value  ensures 
that  the  analysis  is  conducted  in  a  portfolio  context  and  that  all 
financial  derivatives  are  taken  into  account. 

OTS  Model 

OTS  has  developed  a  sophisticated  computer  model,  which  it 
began  using  in  1991,  to  measure  and  monitor  the  interest  rate  risk 
exposure  of  individual  savings  associations  and  the  industry  as  a 
whole.   OTS  uses  the  model  to  conduct  scenario  analysis  and  to 
generate  Interest  Rate  Risk  Exposure  Reports  for  individual 
savings  associations  and  for  OTS  staff. 

The  Exposure  Heports  include  OTS'  estimates  of  the  market 
value  of  the  institution  assets,  liabilities,  and  off-balance 
sheet  contracts,  including  derivatives,  in  nine  different  interest 
rate  scenarios.   Exposure  Reports  are  sent  to  the  savings 
associations  each  quarter  for  their  use. 

OTS  introduced  a  new  version  of  the  model  early  this  year 
that  greatly  enhanced  our  ability  to  monitor  the  derivatives 
activities  of  savings  associations. 

Enhanced  Reporting  of  Derivatives 

In  1992,  OTS  staff  worked  closely  with  industry  experts  to 
re-design  the  reporting  form,  known  as  Schedule  CMR,  that  OTS  uses 
to  collect  the  data  needed  to  measure  the  interest  rate  risk 
exposure  of  savings  associations.   As  a  result  of  that 
collaborative  effort,  we  re-designed  the  reporting  form  so  that  it 
provides  extensive  information  on  derivatives  without  imposing  a 
significant  burden  on  the  industry.   Schedule  CMR  uses  a 
four-digit  coding  system  that  allows  us  to  distinguish  among  277 
different  types  of  off-balance-sheet  derivatives. 

Using  these  data,  OTS  estimates  the  value  of  each  reported 
derivative  with  current  interest  rates  and  with  eight  alternate 
interest  rate  scenarios.   These  estimates  provide  an  indication  of 
whether  institutions  are  using  these  products  to  reduce  its 
overall  interest  rate  risk. 

Schedule  CMR  must  be  reported  by  all  savings  associations 
except  those  with  assets  of  less  than  $500  million  that  have 
risk-based  capital  ratios  in  excess  of  12  percent.   Although  such 
small,  highly-capitalized  institutions  are  exempt  from  filing  this 
report,  about  70  percent  of  them  submit  the  schedule  voluntarily. 
These  institutions  receive  an  Interest  Rate  Risk  Exposure  Report 
prepared  by  OTS  each  quarter. 

IRR  capital  component 

The  existing  OTS  risk-based  capital  standards  require  savings 
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associations  to  hold  capital  to  absorb  potential  credit  losses  on 
derivative  instruments.   Those  requirements,  however,  largely 
ignore  the  contribution  of  derivatives  to  interest  rate  risk  in 
the  associations.   Since  the  existing  capital  framework  does  not 
specifically  address  interest  rate  risk,  strong  incentives  exist 
to  seek  higher  returns  by  substituting  interest  rate  risk  for 
credit  risk. 

To  address  this  flaw,  OTS  recently  amended  its  risk-based 
capital  requirements  to  incorporate  an  interest  rate  risk 
component.   The  amendment  becomes  effective  January  1,  1994. 

Under  the  new  framework,  an  institution's  capital  requirement 
is  directly  related  to  its  overall  interest  rate  risk  exposure. 
Thus,  the  effect  of  derivatives  on  an  institution's  exposure  is 
taken  into  account  in  determining  its  capital  requirement. 

Last  spring  the  OTS  provided  a  study  of  the  use  of 
derivatives  by  savings  associations.   Chapter  4  of  that  study 
summarizes  the  policies  and  procedures  used  by  the 
OTS  to  regulate  and  monitor  derivatives  activities  of  savings 
associations.   The  derivatives  study  is  attached. 

4.   Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  derivatives 
activities?   Are  current  and  proposed  capital  standards  adequate? 
Please  explain. 

Under  the  current  risk-based  capital  rule  of  OTS,  capital 
requirements  for  financial  derivatives  are  based  primarily  on  the 
credit  risk  of  an  institution's  portfolio  of  derivatives.   There 
is  no  explicit  capital  charge  for  the  interest  rate  risk 
associated  with  derivatives.   The  capital  requirement  for 
financial  derivatives  (i.e.,  interest  rate  swaps,  basis  swaps, 
forward  rate  agreements,  interest  rate  options  purchased,  and 
similar  instruments),  which  are  off-balance-sheet  contracts,  is 
based  on  the  "credit  equivalent  amount"  of  each  contract.   The 
credit  equivalent  amount  of  each  contract  is  the  sura  of  the 
mark-to-market  value  of  the  contract  (if  positive)  plus  the 
estimated  potential  future  credit  exposure  over  the  remaining  life 
of  each  contract.  The  potential  future  credit  exposure  on  a 
contract  is  estimated  by  multiplying  the  notional  principal  amount 
of  the  contract  by  0.5  percent  for  contracts  greater  than  one 
year.  (There  is  no  add-on  for  contracts  of  less  than  one  year.) 
Once  the  credit  equivalent  amount  for  the  contract  has  been 
determined,  the  amount  is  assigned  to  the  risk  weight  category 
appropriate  to  the  counterparty  (not  to  exceed  50%). 

OTS  recently  revised  its  risk-based  capital  rule  to  take 
account  of  interest  rate  risk,  including  the  interest  rate  risk 
and  risk  reduction  associated  with  financial  derivatives.   The  new 
rule  becomes  effective  on  January  1,  1994.    Under  the  revised 
rule,  institutions  with  "above  normal"  levels  of  interest  rate 
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risk  will  be  subject  to  an  interest  rate  risk  capital  component 
that  will  be  incorporated  into  their  risk-based  capital 
requirement.   The  OTS  model  estimates  the  interest  rate  risk 
exposure  of  savings  associations.   The  resulting  estimates  will  be 
used  by  OTS  to  determine  how  much  capital  an  association  will  be 
required  to  hold  for  interest  rate  risk.   The  OTS  model  takes 
account  of  financial  derivatives  in  measuring  an  institution's 
interest  rate  risk  exposure. 

OTS  believes  that  the  revised  risk-based  capital  rule,  which 
takes  account  of  interest  rate  risk,  represents  a  significant  and 
much  needed  improveaient  over  the  existing  framework.   Although 
further  improvements  to  that  framework  will  likely  be  made,  OTS 
believes  that  the  current  framework  more  closely  relates  the 
capital  requirements  of  institutions  to  their  overall  risk 
exposures . 

The  Bank  for  International  Settlements  (BIS)  has  coordinated 
discussions  between  U.S.  and  foreign  regulators  on  the  regulation 
of  derivatives,  but  OTS  has  not  been  a  party  to  those  discussions. 
Based  on  the  extensive  work  OTS  has  done  on  interest  rate  risk,  we 
believe  that  we  could  contribute  to  those  discussions. 

5.   Please  suaaarize  your  agency's  strategy  for  supervising 
thrift  derivative  product  activities? 

The  OTS  interest  rate  risk  program  is  based  on  a  portfolio 
approach  to  risk  measurement.   This  approach  recognizes  that  risk 
must  be  viewed  in  the  context  of  an  institution's  entire  portfolio 
of  assets,  liabilities,  and  off-balance-sheet  contracts.   The  risk 
that  management  needs  to  be  concerned  about  is  not  the  riskiness 
of  a  particular  financial  instrument  on  a  "stand  alone"  basis,  but 
rather  its  contribution  to  portfolio  risk.   What  counts  is  the 
incremental  increase  or  decrease  in  risk  to  the  entire  portfolio 
that  results  from  inclusion  of  derivatives  in  that  portfolio. 

For  example,  a  particular  derivative  product  may  appear  risky 
when  viewed  in  isolation.   The  addition  of  that  derivative  to  the 
portfolio  of  Thrift  A  might  further  increase  its  overall  risk, 
while  the  addition  of  the  same  derivative  to  Thrift  B's  portfolio 
could  decrease  its  risk.   It  is  the  contribution  to  portfolio 
risk,  not  the  risk  of  the  instruments  on  a  stand  alone  basis,  that 
ultimately  matters. 

The  portfolio  approach  to  risk  is  an  integral  part  of  the  OTS 
interest  rate  risk  program.   OTS  has  for  several  years  supervised 
interest  rate  risk  on  such  a  portfolio  basis  and  has  recently 
revised  its  risk-based  capital  requirements  to  incorporate  a  total 
portfolio-based  interest  rate  risk  component  into  the  risk-based 
capital  framework.   As  a  result  of  that  revision,  the  amount  of 
capital  that  an  institution  must  hold  for  interest  rate  risk  is 
based  on  the  overall  interest  rate  risk  exposure  of  the 
institution. 
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6.   What  steps  has  OTS  taken  to  ensure  examiners  are  properly 
trained  to  supervise  derivative  activities?   How  many  examiners 
are  trained  to  supervise  thrift  derivative  activities?   Is  there 
separate  "derivatives"  exaainer  corps  at  the  OTS? 

OTS  provides  examiners  extensive  training  in  derivative 
products.   The  training  materials  on  derivative  are  presented  in 
six  courses,  starting  with  basic  information  about  futures,  swaps, 
and  options,  to  advanced  case  studies  reflecting  their  use  in 
financial  institutions.   These  courses  are: 

o  New  Thrift  Regulator  School  ("NTRS") 

o  Financial  Instruments,  Futures  and  Other  Instruments  ("FIFO") 

o  Risk  nanagement  ("RM") 

o  Advanced  Capital  Markets  ("ACM") 

o  Advanced  Examiner  Topics  ( "AET" ) 

o  Intermediate  Thrift  Regulator  School  ("ITRS") 

The  NTRS  and  FIFO  or  RM  courses  are  required  courses  for 
examiners  working  toward  obtaining  their  Federal  Thrift  Regulator 
(FTR)  designation.  They  are  usually  completed  within  the  first 
three  years  of  an  examiner's  career.   ITRS  is  the  final  required 
course  examiners  must  successfully  complete  to  be  eligible  for  the 
FTR  designation.   Participants  who  attend  ITRS  are  evaluated  on 
their  ability  to  assess  the  institution's  use  of  derivative 
financial  instruments. 

The  ACM  and  AET  courses  are  generally  taken  by  more 
experienced,  FTR  accredited  examiners  who  are  responsible  for 
examining  larger  or  more  complex  institutions.   These  are  elective 
courses  but  are  generally  taken  in  fulfillment  of  (annual) 
continuing  education  requirements.   The  continuing  education  is 
provided  annually  to  ensure  that  OTS  examiners  receive  the  most 
current  training  available  on  the  constantly  changing  financial 
markets. 

All  courses  are  revised  periodically  to  reflect  changes  in 
the  financial  markets  or  regulations.   Examples  of  these  changes 
include: 

o   The  extensive  modification  of  FIFO  in  1992  to  include  more 
in-depth  material  on  interest-rate  swaps. 

o   The  inclusion  in  NTRS  of  OTS/FFIEC's  Statement  of  Policy  on 
Securities  activities,  TB-52,  which  provides  guidance  on  the 
use  of  mortgage  derivatives. 

o   Information  on  current  financial  markets  and  instruments  and 
the  impact  of  swaps  in  AET. 

In  addition  to  receiving  instruction  on  the  technical  aspects 
of  derivative  financial  instruments,  examiners  are  trained  to 
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evaluate  management's  ability  to  use  these  instruments 
effectively.  Internal  control  and  accounting  issues  are  also 
reviewed. 

Chapter  6  of  the  March  1993  report  provides  more  detail  on 
each  of  the  courses  that  cover  derivatives. 

Throughout  their  career  all  examiners  receive  training  that 
covers  derivatives.   While  all  examiners  receive  derivatives 
training,  the  capital  markets  groups  in  each  region  specialize  in 
that  area.   The  capital  markets  groups  in  each  of  the  five 
regional  offices  designate  staff  who  serve  as  interest  rate  risk 
contacts.   The  interest  rate  risk  contacts  assist  examiners  with 
questions  on  all  areas  of  interest  rate  risk,  including  issues 
concerning  use  of  derivatives.   The  interest  rate  risk  contacts 
serve  as  a  liaison  between  the  examiners  and  Washington 
headquarters  for  the  exchange  of  new  information  about  derivatives 
and  derivatives  supervision. 

7.  To  what  extent  does  our  multi-layered  financial 
institution  regulatory  system  complicate  efforts  to  supervise 
derivatives  activities  at  federally  insured  depository 
institutions?   Would  a  single  financial  institution  regulatory 
agency  improve  oversight  and  supervision  of  thrift  derivatives 
activities?  Please  consent  on  Comptroller  Ludwig's  call  for  the 
creation  of  an  interagency  task  force  on  derivatives. 

As  a  general  matter,  we  support  a  coordinated  and  consistent 
approach  to  the  supervision  of  similar  activities  at  insured 
institutions.   We  would,  therefore,  welcome  the  opportunity  to 
participate  with  the  OCC  and  the  other  banking  agencies  in  an 
interagency  task  force  on  derivatives.   As  indicated  earlier,  we 
understand  that  the  OCC,  FDIC,  and  FRB  have  been  working  with 
foreign  bank  regulators  on  the  regulation  of  derivatives.   If 
those  discussions  include  a  change  in  the  capital  treatment  of 
derivatives,  this  will  affect  thrifts. 

As  noted  in  the  answer  to  the  next  question,  however,  OTS ' s 
approach  to  supervising  derivative  activities  has  included  the 
collection  of  much  more  detailed  information  from  thrifts  on  their 
off-balance-sheet  activities  than  is  presently  gathered  by  the 
banking  agencies.   We  would  be  reluctant  to  give  up  this 
information  for  the  sake  of  uniformity  unless  an  alternative 
approach  was  developed  that  provided  a  similar  level  of  comfort  to 
the  supervisors. 

8.  How  does  regulation  and  supervision  of  derivatives 
activities  differ  between  thrifts  and  banks? 

In  contrast  to  the  banking  agencies,  OTS  collects  fairly 
detailed  information  on  derivatives,  using  its  quarterly  call 
reports.   OTS  collects  information  in  Schedule  CMR  of  the  Thrift 
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Financial  Report  on  all  major  types  of  off-balance-sheet 
instruments,  including  futures,  options,  swaps,  caps,  floors,  and 
swaptions.   Key  information  is  collected  for  each  type  of 
instrument,  including  a  code  to  identify  the  type  of  contract,  its 
notional  amount,  the  time  to  maturity  or  expiration,  and  relevant 
interest  rates  and  margins.   Using  this  information,  OTS  estimates 
each  quarter  the  current  value  of  277  different  types  of 
instruments  and  their  contribution  to  risk  or  risk  reduction  in 
each  of  nine  separate  interest  rate  scenarios. 

OTS  also  collects  information  on  the  rest  of  an  institution's 
assets  and  liabilities  that  is  used  in  conjunction  with  the 
off-balance-sheet  information  to  estimate  the  interest  rate  risk 
of  the  institution's  entire  portfolio.   Only  by  estimating  the 
interest  rate  sensitivity  of  the  portfolio  with  and  without 
derivatives  can  the  incremental  contribution  of  derivatives  to 
risk  or  risk  reduction  be  assessed. 

Because  savings  institutions  are  end-users  of  derivatives, 
supervision  and  regulation  of  broker/dealer  activities  is  not 
necessary.   Supervision  of  broker/dealer  activities  of  banks  and 
other  aspects  of  banking  supervision  and  regulation  are  best 
discussed  by  the  banking  agencies. 

9.   Does  your  agency  snpport  additional  financial  reporting 
requirements  (e.g.,  credit  exposure,  replacement  cost  exposure, 
etc. )  related  to  derivatives  information  contained  in  thrift 
financial  stateaents? 

OTS  believes  that  its  current  reporting  requirements  provide 
sufficient  information  about  the  derivatives  activities  of  savings 
institutions.   The  recent  improvements  in  schedule  CMR  discussed 
above  allow  the  OTS  to  estimate  exposure  to  interest  rate  risk  in 
the  current  environment  and  in  eight  alternative  interest  rate 
scenarios.   OTS  has  no  plans  to  change  reporting  requirements  for 
derivatives. 


10.  Does  your  agency  support  changing  U.S.  and  international 
accounting  standards  to  reflect  more  standardized  reporting  of 
derivatives  information  contained  in  financial  institution 
statements?   Please  explain. 

OTS  concurs  with  recommendation  19  of  the  G-30  report 
regarding  international  harmonization  of  accounting  standards  for 
derivatives,  but  does  not  believe  the  recommendation  should  be 
implemented  by  regulation.   The  recommendation  is  consistent  with 
existing  GAAP  required  by  OTS.  Recommendation  19  of  the  G-30 
report  is  included  below,  along  with  a  summary  of  GAAP  policy  for 
derivatives . 
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Recommendation  19:  Accounting  Practices 

International  harmonization  of  accounting  standards 
for  derivatives  is  desirable.   Pending  the  adoption  of 
harmonized  standards,  the  following  accounting  practices 
are  recommended: 

o     Dealers  should  account  for  derivatives  transactions 
by  marking  them  to  market,  taking  changes  in  value  to 
income  each  period. 

o     End-users  should  account  for  derivatives  used  to 
manage  risks  so  as  to  achieve  a  consistency  of  income 
recognition  treatment  between  those  instruments  and  the 
risks  being  managed.   Thus,  if  the  risk  being  managed  is 
accounted  for  at  cost  (or,  in  the  case  of  an 
anticipatory  hedge,  not  yet  recognized),  changes  in  the 
value  of  a  qualifying  risk  management  instrument  should 
be  deferred  until  a  gain  or  loss  is  recognized  on  the 
risk  being  managed.   Or,  if  the  risk  being  managed  is 
marked  to  market  with  changes  in  value  being  taken  to 
income,  a  qualifying  risk  management  instrument  should 
be  treated  in  a  comparable  fashion. 

o     End-users  should  account  for  derivatives  not 
qualifying  for  risk  management  treatment  on  a 
mark-to-market  basis. 

o    Amounts  due  to  and  from  counterparties  should  only 
be  offset  when  these  is  a  legal  right  to  set  off  or  when 
enforceable  netting  arrangements  are  in  place. 

Where  local  regulations  prevent  adoption  of  these 
practices,  disclosure  along  these  lines  is  nevertheless 
recommended. 

GAAP  policy  for  thrift  use  of  derivatives  is  summarized 
below,  by  type  of  derivative; 

Swaps 

Accrued  settlement  amounts  resulting  from  interest-rate  swaps 
that  are  used  to  hedge  deposit  liabilities  increase  or 
decrease  interest  expense.   Gains  and  losses  on  terminated 
swaps  are  deferred  and  amortized  over  the  remaining 
contractual  term  of  the  terminated  swap.   Swaps  that  are  not 
used  for  hedging  purposes  are  marked-to-market . 

Futures 

OTS  requires  that  futures  contracts  be  accounted  for  in 
accordance  with  SFAS  80.   When  hedging  criteria  are 
satisfied,  the  accounting  for  the  futures  contract  is  related 
to  the  accounting  for  the  hedged  item.   Changes  in  the  market 
value  of  the  futures  contract  are  recognized  in  income  when 
the  effects  of  related  changes  in  the  price  or  interest  rate 


144 


of  the  hedged  item  are  recognized.   Such  reporting  results  in 
deferred  gains  or  losses.   When  hedging  criteria  are  not 
satisfied,  futures  contracts  are  marked-to-market . 

Options 

Purchased  options  that  are  matched  with  balance  sheet  items 
are  subject  to  hedge  accounting  treatment.   If  the  option  is 
"out-of-the-money"  when  purchased  (for  example,  the  strike 
price  of  a  put  is  less  than  the  current  market  price  of  the 
underlying  instrument),  the  fee  paid  is  recorded  as  an  asset 
and  amortized  over  the  option  period.   When  the  option  is 
"in-the-money,"  the  portion  of  the  fee  paid  equal  to  the 
difference  between  market  and  the  strike  price  (the 
"intrinsic  value")  is  deferred  until  the  option  is  exercised. 
When  the  option  is  exercised,  any  gain  or  loss  adjusts  the 
basis  of  the  matched  item  and  is  amortized  over  the  life  of 
the  matched  item.   Unmatched  purchased  options  are 
marked-to-market. 

Written  put  options  do  not  qualify  for  hedge  accounting. 
The  premium  received  from  the  sale  of  a  put  is  placed  on  the 
balance  sheet  as  cash  and  deferred  income  and  the  put  is 
marked-to-market.   Gains  and  losses  on  open  positions  are 
recorded  as  assets  and  liabilities,  respectively.   Gains 
increase  earnings  and  losses  decrease  earnings. 

A  written  call  option  does  not  qualify  for  hedge 
accounting.   The  entire  option  commitment  fee  received  is 
deferred.   There  is  no  effect  on  earnings  until  resultant 
gains  and  losses  are  recognized  upon  termination  of  the 
option  position. 

11.   Are  thrift  risk  nanagement  systems  adequate  to  address  the 
risks  posed  by  derivatives  activities?   Please  differentiate 
between  the  large,  well  established  dealers  versus  new  entrants  to 
the  derivatives  market.   Is  your  agency  developing  standardized 
guidelines  for  thrift  risk  management  systems? 

As  a  matter  of  sound  management  policy,  institutions  should 
not  use  derivatives,  or  any  other  financial  products,  unless  they 
understand  the  products  and  have  the  expertise  needed  to  manage 
the  risks  associated  with  their  use.   The  depth  of  expertise 
needed  by  an  institution  will  depend  on  the  scope  of  its 
derivatives  activities  and  their  complexity.   As  thrifts  are 
end-users  and  not  dealers  in  the  derivatives  market,  their  systems 
should  be  appropriate  for  end-users  of  derivatives. 

Two  recommendations  of  the  G-30  report  concern  risk 
management  systems  that  dealers  and  end-users  of  derivatives 
should  maintain. 
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^mmendation  17:   Systems 

Dealers  and  end-users  must  ensure  that  adequate 
systems  for  data  capture,  processing,  settlement,  and 
management  reporting  are  in  place  so  that  derivatives 
transactions  are  conducted  in  an  orderly  and  efficient 
manner  in  compliance  with  management  policies.   Dealers 
should  have  risk  management  systems  that  measure  the  risks 
incurred  in  their  derivatives  activities  including  market 
and  credit  risks.   End-users  should  have  risk  management 
systems  that  measure  the  risks  incurred  in  their 
derivatives  activities  based  upon  their  nature,  size,  and 
complexity. 

OTS  concurs  in  this  recommendation  and  believes  that  adequate 
systems  are  a  basic  requirement  of  good  management.   The 
availability  of  data  from  such  systems  would  enable  examiners  to 
better  assess  the  risk  exposures  of  the  institutions  they  examine. 
OTS  policy  directs  institutions  to  maintain  risk  management 
systems  and  controls  for  derivatives.   OTS  does  not  believe  that 
it  is  necessary  to  implement  this  recommendation  by  regulation. 

Recommendation  18:   Authority 

Management  of  dealers  and  end-users  should  designate 
who  is  authorized  to  commit  their  institutions  to 
derivatives  transactions. 

OTS  concurs  in  this  recommendation.   As  with  any  other 
financial  transaction,  management  should  designate  who  is 
authorized  to  conduct  derivatives  transactions.   OTS  policy,  for 
example  in  TB-13,  directs  that  specific  individuals  be  authorized 
to  conduct  derivatives  transactions,  and  that  the  transactions  be 
monitored.   OTS  regulations  for  futures  and  options  require  the 
board  of  directors  to  authorize  any  trading  in  those  derivatives 
and  to  establish  internal  controls  on  the  use  of  those 
derivatives. 

OTS  does  not  believe  that  it  is  necessary  to  implement 
the  recommendation  by  regulation.   OTS  policy  for  risk  management 
systems  for  derivatives  is  provided  in  the  Thrift  Activities 
Handbook,  in  TB-13,  TB-52,  and  in  the  futures  and  options 
regulations. 

12.   Does  your  agency  require  senior  managers  and  board  members  to 
pass  competency  tests  to  ensure  they  are  experienced  in  managing 
the  risks  of  derivatives  activities?   Do  you  think  it  would  be 
appropriate  for  your  agency  to  adopt  examinations  similar  to  that 
required  of  CFTC-regulated  brokers  and  futures  commission 
merchants? 

The  OTS  does  not  believe  that  it  is  the  purview  of  regulators 
to  determine  for  an  association  how  many  individuals  should  be 
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involved  in  decision  making  activities  or  how  centralized  or 
decentralized  operations  should  be.   As  part  of  the  OTS  on-site 
examination  effort,  examiners  evaluate  the  quality  and  competence 
of  management  and  assess  their  understanding  of  the  institution's 
interest  rate  risk  exposure  as  well  as  their  understanding  of 
derivative  products  and  derivatives  strategies.   In  evaluating  the 
quality  and  competence  of  management,  examiners  assess:  1)  whether 
management  adopts  and  enforces  sound  policies  governing  the  use  of 
derivatives,  2)  how  well  personnel  understand  the  risk 
characteristics  of  the  derivatives  in  use,  and  3)  the  adequacy  and 
effectiveness  of  internal  controls  for  limiting  the  risks 
associated  with  derivatives,  including  controls  designed  to 
prevent  unauthorized  transactions. 

Savings  institutions  are  end-users  of  derivatives  and  use 
these  instruments  to  hedge  against  interest  rate  risk.   The 
knowledge  that  they  need  to  carry  out  their  risk  management 
strategies  differs  from  that  needed  by  brokers  and  futures 
commission  merchants.   Thus,  requiring  broker  exams  such  as  the 
CFTC  exams  is  not  appropriate  for  savings  institutions. 

13.  Should  thrifts  have  at  least  two  directors  that  have  direct 
experience  in  managing  the  risks  associated  with  derivatives 
activities? 

The  OTS  does  not  believe  that  it  is  the  purview  of  regulators 
to  determine  for  a  thrift  how  many  individuals  should  be  involved 
in  decision  making  activities  or  how  centralized  or  decentralized 
operations  should  be.   As  part  of  the  OTS  on-site  examination 
effort,  examiners  evaluate  the  quality  and  competence  of 
management  and  assesses  their  understanding  of  the  institution's 
interest  rate  risk  exposure  as  well  as  their  understanding  of 
derivative  products  and  derivatives  strategies. 

14.  Under  what  scenario(s)  could  an  individual  thrift  fail  as  a 
result  of  derivatives-related  activities?   What  catastrophes  in 
the  markets  could  cause  a  derivatives-related  thrift  failure?   Are 
thrifts  reqjuired  to  formulate/simulate  plans  for  such 
catastrophes? 

A  thrift  could  fail  as  a  result  of  derivatives-related 
activity  if  it  entered  a  very  large  derivatives  position,  was 
poorly  capitalized,  failed  to  monitor  the  derivative  position,  and 
the  position  failed  completely  as  a  hedge  against  a  suddt-n  large 
interest  rate  shock,  or  the  counterparty  defaulted  on  a  large 
hedging  position.   OTS  supervision  and  regulation  work  to  prevent 
such  a  sequence  of  events  and  failure  of  controls  from  occurring 
and  threatening  the  financial  well-being  of  savings  associations. 

Thrifts  are  required  to  hold  capital  against  derivatives 
positions  that  are  in-the-money,  that  is,  positions  where  the 
thrift  expects  net  payments  from  the  counterparty.   Thrifts  report 
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details  on  their  positions  in  derivatives  to  the  OTS  on  scherlnle 
CMR  of  the  Thrift  Financial  Report.   The  examination  process  works 
to  prevent  poorly  capitalized  thrifts  from  taking  large 
derivatives  positions.   Also,  examiners  review  the  internal 
controls  and  monitoring  of  derivatives  positions  of  each  thrift. 

Thrift  Bulletin  13  requires  thrifts  with  over  $500  million  of 
assets  to  evaluate  their  overall  institution  value  under  nine 
interest  rate  scenarios,  from  a  shock  of  -400  basis  points  in  the 
yield  curve  to  a  shock  of  +400  basis  points  in  the  yield  curve,  in 
100  basis  point  increments.   Thrifts  with  less  than  $500  million 
of  assets  may  use  the  results  of  the  OTS  model  to  determine  their 
exposure  to  interest  rate  risk  and  set  controls  on  their  exposure. 
The  OTS  interest  rate  risk  program  and  strategy  for  derivatives 
have  been  discussed  in  detail  above. 

As  far  as  financial  catastrophes  leading  to  thrift  failures, 
only  a  catastrophe  in  the  financial  markets  that  caused  failures 
beyond  derivative  instruments  would  likely  lead  to  thrift 
failures. 


B.   Thrift  Derivatives  Activity 

1.  What  percentage  of  derivatives  products  are  provided  by 
thrifts  (i.e.,  what  is  thrift  market  share)? 

Thrifts  do  not  deal  in  derivatives.   They  are  end  users.   The 
notional  amount  of  all  derivatives  held  by  thrifts  is  less  than 
one  percent  of  the  size  of  the  market  reported  by  the 
International  Swaps  and  Derivatives  Association  (ISDA). 

On  September  30,  117  thrifts,  of  1822  in  the  industry, 
reported  use  of  derivatives,  with  82  reporting  swaps,  20  reporting 
futures  positions,  and  43  reporting  options.   The  notional  amount 
of  these  positions  totaled  $57.2  billion.   While  notional  amounts 
appear  high,  it  should  be  remembered  that  the  market  value  of  a 
derivatives  position  is  typically  less  than  5  percent  of  the 
notional  amount.   Also,  savings  associations  using  derivatives  are 
attempting  to  reduce  their  exposure  to  interest  rate  risk  from  a 
large  portfolio  of  mortgages  and  mortgage  products.   When  interest 
rates  were  shocked  up  by  200  basis  points  (the  stressful  scenario 
used  in  the  IRR  rule)  the  economic  value  of  the  derivative 
positions  held  by  thrifts  reporting  on  Schedule  CMR  increased  from 
$547  million  to  $911  million,  an  increase  of  $364  million. 

2.  Please  provide  a  list  of  thrifts  that  offer  derivatives 
products.   Break  the  information  down  by  type  of  derivative 
product,  and  identity  of  the  thrifts  that  are  considered  dealers? 

Does  not  apply. 
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3.   Are  thrift  holding  company  derivatives  activities 
profitable?   How  important  are  derivatives-related  products  to 
overall  thrift  holding  company  profitability? 

Thrifts'  holding  companies  submit  financial  statements  to  the 
OTS  that  include  the  information  on  derivatives  required  by  GAAP. 
While  examiners  and  policy  staff  review  holding  company  Thrift 
Financial  Reports,  there  is  no  call  report  information  summarizing 
derivatives  activities  of  holding  companies  beyond  the  information 
collected  on  the  consolidated  insured  savings  associations. 

C.   Concentration 


1.  What  are  the  pro's  and  con's  related  to  the  concentration 
of  bank  derivatives  activities  in  a  handful  of  large  money  center 
banks? 

Does  not  apply. 

2.  For  each  of  the  ten  largest  thrift  derivatives  dealers, 
indicate  the  credit  exposure  related  to  derivatives  as  a 
percentage  of  the  thrifts  capital. 

Does  not  apply. 

3.  Does  your  agency  have  defined  criteria  that  must  be  met 
before  a  thrift  can  offer  derivative  products?   Do  thrifts  need  to 
notify  your  agency  prior  to  becoming  a  dealer  in  derivative 
products? 

To  date,  the  OTS  has  not  authorized  any  thrift  to  deal  in  or 
broker  derivative  products,  nor  has  the  OTS  been  asked  to  take  a 
position  on  whether  such  activities  would  be  permissible  for 
Federal  thrifts. 


D.   Speculation 

1.   How  does  your  agency  define  and  identify  speculation? 
Are  there  any  rules  or  regulations  involving  thrift  speculation 
activities  using  derivative  products? 

A  primary  concern  of  OTS  with  regard  to  derivatives  is 
speculation.   Put  simply,  while  derivatives  offer  new  ways  to 
reduce  risk,  they  also  offer  new  ways  to  increase  risk. 

"Speculation"  is  an  emotionally  charged  word  that  means 
different  things  to  different  people.   We  define  speculation  as 
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distinct  from  market  manipulation,  which  is  harmful  and  illegal  in 
the  futures  and  options  markets.   Here,  we  use  the  term  to  refer 
to  the  practice  of  taking  on  additional  risk.   There  is  the  danger 
that  insured  depository  institutions,  or  even  unauthorized  staff 
of  such  institutions,  might  use  derivatives,  such  as  interest  rate 
futures  or  options,  to  take  speculative  positions. 

Speculators  provide  a  useful  role  by  making  markets  more 
liquid  and  efficient.   More  importantly,  they  absorb  risks  that 
other  market  participants,  including  depository  institutions, 
desire  to  transfer.   For  example,  for  an  interest-rate  swap  to 
take  place,  a  thrift  attempting  to  hedge  its  interest-rate  risk 
requires  a  counterparty  willing  to  take  the  other  side  of  the  swap 
transaction.   The  counterparty  must  be  willing  to  assume  the  risk 
that  the  savings  association  is  attempting  to  reduce  by  hedging. 
Occasionally,  a  counterparty  faces  risks  opposite  those  of  the 
thrift  and  uses  the  derivative  position  to  hedge  as  well. 
Generally,  however,  the  counterparty  must  be  willing  to  absorb 
risk  in  entering  the  derivative  contract  with  the  savings 
association. 

OTS  does  not  believe  that  savings  associations  should  be 
permitted  to  use  derivatives  or  any  other  financial  instrument  to 
speculate  (that  is,  to  take  excessive  and  undue  risks)  with 
federally  insured  deposits.   The  OTS  also  directs  savings 
associations  to  use  great  care  in  choosing  counterparties  for 
derivatives  transactions. 

Savings  institutions  that  use  derivatives  are  expected  to  use 
them  as  a  vehicle  for  risk  reduction.   OTS  rules  for  futures 
require  that  institutions  enter  only  interest-rate  related 
contracts,  and  use  futures  only  to  reduce  interest  rate  risk. 
Institutions  are  not  permitted  to  enter  futures  contracts  for 
purposes  other  than  interest  rate  risk  reduction.   Similarly, 
options  contracts  should  be  used  only  to  reduce  interest  rate 
risk.   OTS  does  not  have  specific  regulations  governing  the  use  of 
swaps  by  savings  associations.   However,  the  Regulatory  Handbook: 
Thrift  Activities  directs  that  management  monitor  the  correlation 
of  swap  positions  with  the  assets  and  liabilities  being  hedged. 

2.   What  percentage  of  thrift  derivative  transactions  are 
related  to  a)   market  aaking  functions?   b)   speculation?   c) 
risk  arbitrage? 

None. 


3.   To  what  extent  do  thrifts  enter  into  derivatives 
contracts  to  hedge  or  sqpiare  positions  on  their  own  balance 
sheets? 

Thrifts  are  end  users.   They  do  not  enter  derivatives 
positions  to  offset  broker/dealer  activities. 
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4.   What  percentage  of  thrift  derivatives  transactions  are 
entered  into  with  a)   other  market  makers?   b)   financial  versus 
nonfinancial  end-users?   c)   existing  thrift  customers?   d)   for 
the  thrift's  proprietary  trading  purposes? 

All  derivatives  transactions  are  entered  with  the  thrifts  as 
end-users. 

5.    For  the  top  derivative  dealers,  how  important  is  income  from 
derivative-related  activities? 

Does  not  apply. 
E.    Separately  Capitalized  Subsidiaries 

1.  Hhat  are  the  pro's  and  con's  of  requiring  thrifts  to 
establish  separately  capitalized  subsidiaries  to  engage  in 
derivatives  activities? 

Savings  associations  are  involved  with  derivatives  as 
end-users  rather  than  as  dealers.   There  does  not  appear  to  be  any 
reason  to  require  end-users  to  conduct  derivatives  transactions  in 
separately-capitalized  subsidiaries.   Such  a  practice  would  make 
it  impossible  to  use  derivatives  to  hedge  the  risks  of  a  savings 
association. 

2.  In  providing  derivatives  products,  to  what  extent  does 
deposit  insurance  provide  thrifts  with  an  advantage  or 
disadvantage  over  bank  competitors? 

Thrifts  are  not  broker/dealers  of  derivatives,  so  this 
question  does  not  apply.   They  use  derivatives  to  reduce  their 
interest  rate  risk  from  their  business  activities,  such  as 
mortgage  lending. 
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GROUP  II  QUESTIONS 
A.   Separately  Capitalized  Subsidiaries 

1.  Does  the  OTS  currently  encourage  or  discourage  thrifts 
from  setting  up  separately  capitalized  subsidiaries  to  engage  in 
derivatives-related  activities?   Over  the  past  several  years,  how 
many  thrifts  applied  to  establish  separately  capitalized 
subsidiaries  to  engage  in  derivatives-related  activities?   Has  the 
OTS  acted  on  those  applications?   Please  explain  the  reasons  the 
OTS  approved  or  denied  each  applications?   Has  the  OTS  encouraged 
thrifts  to  withdraw  snch  applications? 

Savings  associations  are  involved  with  derivatives  as 
end-users  rather  than  as  dealers.   There  does  not  appear  to  be  any 
reason  to  require  end— users  to  conduct  derivatives  transactions  in 
separately-capitalized  subsidiaries.   Such  a  practice  would  make 
it  impossible  to  use  derivatives  to  hedge  the  risks  of  a  savings 
association . 

The  OTS  has  encouraged  Federal  savings  associations  to 
establish  separately  capitalized  subsidiaries  to  engage  in 
securities  brokerage  activities,  which  could  involve  brokering 
(but  not  dealing  in)  derivatives  products.   The  OTS  has  not  to 
date  approved  an  application  for  a  separately  capitalized 
subsidiary  to  be  a  dealer  in  derivatives  products. 

Over  the  past  several  years,  numerous  Federal  savings 
associations  have  applied  or  submitted  notices  pursuant  to  12 
C.F.R.  §  545.74(c)(4)  to  engage  in  securities  brokerage 
activities,  the  vast  majority  of  which  involve  selling  mutual 
funds,  common  stocks,  and  annuities.   These  filings  have  been 
approved,  subject  to  the  applicant's  compliance  with  OTS 
regulations  and  policy  statements.   We  do  not  believe  that  the 
OTS,  or  its  predecessor,  the  FHLBB,  has  received  applications  from 
thrifts  to  create  subsidiaries  that  deal  exclusively  in  derivative 
products. 

2.  How  does  a  thrift's  credit  rating  affect  its  ability  to 
provide  derivatives  products  to  its  customers?   How  does  a 
thrift's  credit  rating  affect  its  ability  to  perform  market  making 
functions  in  derivatives  products? 

Does  not  apply. 
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B.   Over-the-counter  (OTC)  Versus  Organized  Exchange 

1.   What  percentage  of  the  thrift  derivative  transactions  are 
arranged  over-the-counter  (OTC)  as  opposed  to  being  arranged 
through  an  organized  exchange?   What  percentage  of  thrift  OTC 
transactions  are  between  market-makers  versus  OTC  transactions 
between  market-makers  and  their  customers? 

Most  thrift  derivative  transactions  are  arranged 
over-the-counter  rather  than  through  an  organized  exchange. 
Because  thrifts  are  end-users  of  derivatives,  thrifts  do  not  enter 
contracts  as  market  makers  or  for  customers. 


2.  what  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the 
markets? 

Exchange  traded  contracts  are  used  for  hedging  by  the  thrift 

industry,  as  are  over-the-counter  contracts.   In  fact,  thrifts  may 

enter  exchange  traded  futures  contracts  only  to  reduce  interest 
rate  risk. 

Over-the— counter  transactions  involve  counterparty 
performance  risk.   The  OTS  program  for  supervision  of  thrift 
derivatives  activities  is  described  in  detail  in  the  response  to 
question  A. 3.  in  the  first  group  of  questions. 

3.  To  what  extent  does  your  agency  interface/cooperate  with 
exchange  officials  associated  with  thrift  exchange  related 
activities? 

Thrifts  are  not  large  participants  or  members  of  exchanges. 
Thus,  the  OTS  does  not  have  much  occasion  to  speak  with  the 
exchanges  about  thrift  activities. 

4.  To  what  extent  does  your  agency  interface/cooperate  with 
the  Commodities  Futures  Trading  Corporation  (CFTC)  and  the 
Securities  Exchange  Comaission  (SEC)  related  to  thrift  derivatives 
activities? 

OTS  collects  information  each  quarter  from  the  CFTC  on  thrift 
users  of  the  futures  markets  that  report  their  positions  to  the 
CFTC.   OTS  consults  with  the  CFTC  on  derivatives  issues  that 
affect  thrifts.   OTS  consults  with  the  SEC  on  securities  and 
derivatives  issues  that  affect  thrifts. 
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5.  Please  identify  exchange-related  clearing  organl7:ations, 
their  function  and  thrift  membership  in  clearing  organizations? 
Who  performs  the  exchange  or  clearing  organization  function  in  the 
OTC  market? 

Does  not  apply;  thrifts  are  not  clearing  members  of 
exchanges. 

6.  How  do  the  parties  to  a  derivatives  contract  ensure 
contract  performance  in  the  OTC  market? 

Parties  to  derivative  contracts  can  ensure  performance 
through  collateral  requirements,  credit  ratings,  third  party 
guarantees,  and  by  thorough  examination  of  the  counterparty's 
financial  statements  to  ensure  sufficient  capital  for  performance 
on  the  contract. 

Collateral  requirements  are  used  to  guarantee  performance  on 
a  contract.   Collateral  is  important  when  there  is  some  chance 
that  a  counterparty  may  default  on  a  contract.   Savings 
associations  are  required  to  restrict  their  choice  of 
counterparties  to  banks  and  well-capitalized  nonbank 
counterparties.   If  a  savings  institution  believes  that  there  is  a 
significant  chance  that  a  counterparty  may  not  perform  on  a 
derivative  contract,  the  institution  should  request  collateral 
from  the  counterparty  to  guarantee  performance. 

While  collateral  or  a  third  party  performance  guarantee  may 
sometimes  be  desirable  to  ensure  performance  on  a  derivative 
contract,  excessive  collateral  requirements  might  discourage  the 
use  of  derivatives  for  risk  reduction  purposes.   Moreover, 
mandatory  collateral  requirements  could  reduce  liquidity  in  the 
derivatives  markets  and  raise  the  cost  of  risk  management. 

C.   Trusts 


1.  How  many  derivatives  products  (quantity  and  notional 
value)  do  dealer  thrifts  sell  to  their  existing  discretionary 
trust  customers?   nondiscretionary  trust  customers?   What  is  the 
income  from  those  transactions? 

Does  not  apply. 

2.  Are  there  any  rules  governing  the  sale  of  derivative 
products  to  a  thrift's  discretionary  or  nondiscretionary  trust 
customers? 

Does  not  apply. 
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3.   In  your  opinion,  is  it  a  conflict  of  interest  for  a 
thrift  to  sell  derivatives  products  to  its  discretionary  or 
nondiscretionary  trust  customers? 

Does  not  apply. 

D.  No  questions  submitted. 

E.  Trading  Accounts  and  Chinese  Walls 

1.  For  the  top  ten  thrift  derivatives  dealers  for  the  past 
five  years,  please  provide  trading  assets  and  trading  profits? 

Does  not  apply. 

2.  For  those  same  thrifts  over  the  same  period  of  time,  what 
percentage  of  each  thrifts  assets  are  trading  assets  and  what 
percentage  of  total  profits  are  derived  from  trading  profits? 

Does  not  apply. 

3.  To  »rtiat  extent  are  there  legal  and  physical  barriers 
erected  between  thrift  proprietary  trading  activities  and  a 
thrift's  customer-related  derivatives  activities? 

Does  not  apply. 

4.  In  trading  for  their  own  proprietary  accounts,  to  what 
extent  do  dealer  thrifts  use  information  gleaned  from 
customer-related  derivatives  activities? 

Does  not  apply. 
F .    Taxes 


1.   Please  comment  on  the  feasibility  and  implications  of 
levying  a  tax  on  speculation-related  derivative  transactions. 

Speculators  provide  a  useful  role  by  making  markets  more 
liquid  and  efficient.    Speculation  should  not  be  confused  with 
market  manipulation,  which  is  harmful  and  illegal  in  the  futures 
and  options  markets. 

Speculators  absorb  risks  that  other  market  participants, 
including  depository  institutions,  desire  to  transfer.   For 
example,  for  an  interest-rate  swap  to  take  place,  a  thrift 
attempting  to  hedge  its  interest-rate  risk  requires  a  counterparty 
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willing  to  take  the  other  side  of  the  swap  transaction.   The 
counterparty  must  be  willing  to  assume  the  risk  that  the  savings 
association  is  attempting  to  reduce  by  hedging.    Occasionally,  a 
counterparty  faces  risks  opposite  those  of  the  thrift  and  uses  the 
derivative  position  to  hedge  as  well.   Generally,  however,  the 
counterparty  must  be  willing  to  absorb  risk  in  entering  the 
derivative  contract  with  the  savings  association. 

OTS  does  not  believe  that  savings  associations  themselves 
should  be  permitted  to  use  derivatives  or  any  other  financial 
instrument  to  speculate  (that  is,  to  take  on  additional  risks) 
with  federally  insured  deposits.   The  OTS  also  directs  savings 
associations  to  use  great  care  in  choosing  counterparties  for 
derivatives  transactions. 

We  defer  to  the  Department  of  Treasury  to  address  the 
appropriateness  of  a  special  tax  on  derivatives. 
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Introduction  and  Summary 

Derivative  products  have  become  an  integral  pan  of  the  financial  system.  Many  financial 
institutions  use  them  to  manage  the  risks  of  doing  business.  The  wide  use  of  derivatives  has 
caused  concern  that  default  or  misuse  of  the  products  may  have  consequences  reaching 
beyond  the  immediate  user  into  other  parts  of  the  financial  system. 

OTS  conduaed  this  study  in  response  to  questions  from  Senator  Riegle  in  a  December  11, 
1992  letter.  This  study  describes  the  use  of  derivatives  by  savings  associations  and  OTS  super- 
vision of  their  use.  Although  Senator  Riegle's  questions  concentrated  on  what  we  have  termed 
off-balance-sheet  derivatives  (such  as  futures,  options,  swaps),  we  have  expanded  the  study  to 
include  mortgage  derivative  products  because  of  their  importance  in  some  savings  associations' 
fKinfolios. 

The  key  findings  and  observations  of  the  study  are: 

•  If  used  properly,  derivatives  can  help  savings  associations  reduce  their  exposure  to  inter- 
est rate  risk  and  improve  safety  and  soundness. 

•  Derivatives  can  be  a  source  of  risk  if  they  are  used  for  speculative  purposes  or  if  they  are 
used  improperly.  Institutions  that  do  not  have  the  technical  expertise  to  understand 
derivatives  and  monitor  their  performance  should  not  use  them. 

•  Most  savings  associations  that  use  derivatives  have  used  them  safely.  Based  on  a  survey  of 
OTS  examiners,  derivatives  contributed  to  less  than  two  percent  o(^ failures  in  the  last  five 
years,  but  were  rarely  a  primary  cause  of  failure. 

•  Roughly  half  of  all  large  savings  institutions  (assets  over  $  1  billion)  use  off-balance -sheet 
derivatives;  less  than  one  percent  of  the  small  institutions  (assets  less  than  $100  million) 
use  them. 

•  Interest  rate  swaps  are  the  most  popular  of  the  off-balance-sheet  derivatives  in  the  indus- 
try. Few  institutions  use  options  or  futures. 

•  Mortgage  derivatives  arc  held  by  42  percent  of  savings  institutions.  Seventy  [Dercent  of 
the  largest  savings  associations  and  28  percent  of  the  smallest  associations  hold  mortgage 
derivatives. 

•  Most  of  the  mortgage  derivatives  held  by  savings  associations  are  low-volatility  bonds, 
which  carry  less  price  risk  than  mortgage  loans.  Holdings  of  low-volatility  bonds  have 
tripled  over  the  last  four  years,  while  holdings  of  high-volatility  bonds  have  declined  by 
more  than  50  peicexa. 

•  Derivatives  and  complex  derivative  strategies  have  made  the  financial  statements  of  heavy 
users  of  derivatives  less  transparent  and  nearly  impossible  to  analyze  without  the  aid  of  a 
compuifT. 

•  In  March  1993,  OTS  will  update  its  interest  rate  risk  model  and  data  reporting  system  to 
significantly  enhance  OTS'  ability  to  monitor  the  use  of  derivatives  by  savings  associa- 
tions. 
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II.    Overview 

A  derivative  product's  value  depends  on  the  value  of  something  else.  The  "something 
else,"  which  is  referred  to  as  the  "underlying,"  may  be  a  commodity,  a  security,  a  currency, 
an  index,  an  interest  rate,  or  a  pool  of  mortgages.  Derivatives  include  a  wide  variety  of 
equity,  fixed-income,  foreign  exchange,  and  commodities  products.  The  most  common 
derivatives  are  futures,  forwards,  options,  and  swaps.  Derivatives  also  include  securities  that 
are  created  from  other  securities,  such  as  collateralized  mortgage  obligations  (CMOs)  and 
stripped  mortgage-backed  securities,  both  of  which  are  created  from  pools  of  mortgage  loans 
and  mortgage-backed  securities.  Because  mortgage  derivatives  are  an  important  product  in 
the  thrift  industry,  this  study  uses  this  expanded  definition. 

Innovation  and  Growth 

Derivative  financial  products  are  used  primarily  to  manage  risk.  Derivatives  allow  institu- 
tions to  offer  borrowers  the  type  of  loans  they  want  and  to  transfer  some  of  the  risks  of  these 
loans  to  investors  who  are  able  to  bear  them.  For  example,  many  home  buyers  prefer  30-year 
fixed-rate  mortgages,  but  this  type  of  mortgage  carries  many  risks,  including  fixed  interest 
terms,  a  30-ycar  amortization  schedule,  and  penalty-free  prepayment  privileges.  Lenders 
may  be  willing  to  incur  some  but  not  all  of  these  risks.  Derivatives  allow  lenders  to  transfer 
these  risks  to  others.  The  demand  for  these  instruments  has  grown  exponentially  over  the 
last  two  decades  largely  in  response  to  increased  foreign  exchange  and  interest  rate  volatility. 

In  the  early  1970s,  increased  exchange  rate  volatility  caused  the  breakdown  of  the  Bret- 
ton  Woods  system  of  fixed  foreign  exchange  rates.  The  financial  markets  created  ways  to 
manage  the  new  finandal  risks.  Futures  contracts  on  foreign  exchange,  currency  swaps,  and 
option  contracts  on  foreign  exchange  were  all  introduced  between  1972  and  1984  to  facili- 
tate the  management  of  foreign  exchange  risk. 

In  the  late  1970s  a  dramatic  increase  in  interest  rate  volatility  created  a  demand  for  addi- 
tional risk  management  products.  On  October  6,  1979,  the  Federal  Reserve  began  to  target 
money  supply  growth  instead  of  interest  rates  to  choke  off  inflationary  pressures  that  had 
been  building  in  the  economy.  As  money  growth  was  reigned  in,  interest  rates  rose  dramati- 
cally, with  short-tenn  rates  exceeding  19  percent  in  early  1981 .  The  volatility  of  interest  rates 
also  increased  and  remained  high.  The  need  for  better  and  more  varied  tools  for  managing 
and  controlling  interest  rate  risk  was  clear.  The  markets  responded  to  that  need  with  a  host 
of  new  derivative  instruments  to  manage  interest  rate  risk,  including  many  new  financial 
futures  contracts,  options  on  futures,  forward  rate  agreements,  interest  rate  swaps,  and  inter- 
est rate  caps,  floors,  and  collars. 

The  mortgage  market  was  among  the  hardest  hit  by  the  dramatic  rise  in  interest  rates. 
Throughout  me  1980s,  innovation  in  the  secondary  mortgage  market  spawned  a  new  breed 
of  instruments  to  manage  that  risk,  collectively  known  as  mortgage  derivative  products. 
Mortgage  derivatives  arc  created  by  reallocating  cash  flows  from  existing  mongage  pass- 
through  securities  and  pools  of  mortgage  loans  into  newly  created  instruments.  Mortgage 
derivatives  include  collateralized  mortgage  obligations  (CMOs),  real  estate  mortgage  invest- 
ment conduits  (REMlCs).  and  stripped  mortgage-backed  securities. 

Using  the  CMO  structure,  for  example.  Wall  Street's  financial  engineers  can  "slice  and 
dice"  the  principal  and  interest  cash  flows  from  pools  of  mortgages  into  separate  bonds,  or 
"ranches,"  each  with  different  risk  and  return  characteristics.  By  carving  up  cash  flows  into 
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different  tranches,  financial  engineers  reallocate  the  risk  of  the  underlying  mortgages  among 
the  tranches  in  the  CMO  structure.  Some  of  the  resulting  tranches  are  high-risk,  some  mod- 
erate-risk, and  some  low-risk.  A  wide  variety  of  instruments  can  be  created  to  suit  the  needs 
and  preferences  of  different  market  participants.  Innovation  in  this  area  has  greatly  increased 
the  range  of  products  available  to  investors  as  well  as  the  demand  for  mortgage  production. 
The  increased  demand  has  benefited  consumers  by  lowering  the  cost  of  a  mortgage  loan. 

The  growth  of  the  market  for  derivative  financial  products  has  been  rapid,  not  only  in 
terms  of  the  variety  of  the  products  offered,  but  also  in  terms  of  the  size  and  liquidity  of  the 
markets.  Estimates  place  the  notional  amount  of  off-balance  sheet  derivatives  at  nearly  $8 
trillion  as  of  year -end  1991.  Of  tjiis  amount,  interest  rate  swaps  accounted  for  the  largest 
share,  about  $3  trillion,  according  to  the  International  Swap  Dealers  Association.  Futures 
exceeded  52  trillion,  and  options  exceeded  $1  trillion.  Wall  Street  estimates  place  the  size  of 
the  CMO  market  at  over  S600  billion. 

The  enormous  size  of  the  derivatives  market  reflects  the  broad  range  of  applications  for 
these  products  as  well  as  their  wide  acceptance  by  financial  institutions,  institutional  inves- 
tors, and  corporate  treasurers. 

Risk  Management 

The  thrift  industry  uses  derivatives  primarily  to  manage  and  control  interest  rate  risk  and 
mortgage  prepayment  risk.  In  principle,  an  institution  can  manage  and  control  these  risks 
without  the  use  of  derivatives  by  changing  the  structure  of  its  asset  and  liability  portfolios.  In 
practice,  changing  the  lines  of  business  or  the  structure  of  the  portfolio  is  often  cumbersome 
and  expensive.  Derivatives  can  make  risk  management  less  costly.  Moreover,  derivatives 
make  it  feasible  for  banks  and  savings  associations  to  make  loans  with  maturities  and  pricing 
charaaeristics  that  they  otherwise  would  not  make  because  of  risk  considerations. 

Assj)ecialized  financial  intermediaries,  savings  associations  gather  funds,  mostly  short- 
term  deposits,  and  make  long-term  mortgage  loans.  Borrowing  short  and  lending  long 
creates  an  imbalance,  or  "mismatch,"  between  the  sensitivity  of  an  institution's  portfolio  of 
assets  and  liabilities  to  changes  in  interest  rates.  A  severely  mismatched  balance  sheet 
exposes  an  institution  to  significant  interest  rate  risk. 

A  savings  association,  for  example,  might  be  concerned  about  the  risk  of  making  long- 
term,  fixed-rate  mortgages  in  today's  environment.  Typically,  it  is  constrained  to  funding  the 
loans  with  relatively  shon-term  deposits.  Because  a  rise  in  interest  rates  would  cause  the 
institution's  funding  cost  to  increase  and  put  downward  pressure  on  earnings,  it  might 
decide  to  avoid  fixed-rate  mortgages  altogether  and  limit  new  loans  to  adjustable-rate  mort- 
gages. 

With  derivatives,  however,  the  institution  can  continue  to  make  and  hold  fixed-rate 
mortgage  loans.  U  can  use  derivatives  to  transfer  the  unwanted  interest  rate  risk  associated 
vnih  the  fixed-raie  loans  to  someone  willing  to  bear  that  risk.  Alternatively,  the  institution 
could  sell  the  mortgages  to  someone  else  who,  because  of  the  existence  o(^  derivatives,  is  will- 
ing to  hold  a  greater  volume  of  fixed-rate  loans  than  they  otherwise  would. 

Indeed,  it  was  the  thrift  industry's  outsized  exposure  to  interest  rate  risk  in  the  late  1970s 
and  early  1980s  that  precipitated  the  thrift  crisis.  Until  the  late  1970s,  interest  rates  were  rel- 
atively stable,  and  the  average  rate  paid  on  savings  deposits  rarely  rose  above  the  rate  earned 
on  mortgages.  As  a  result,  borrowing  short  and  lending  long  worked  reasonably  well. 
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When  interest  rates  surged  in  the  late  1970s  and  early  1980s,  however,  the  industry 
experienced  sharply  higher  funding  costs.  Industry  profitability  plunged  and  turned  negative 
in  1981  and  1982.  Accounting  losses  for  the  1981-82  period  totaled  $8.9  billion;  but,  on  a 
mark-to-markct  basis,  the  losses  to  net  worth  were  far  greater,  with  some  estimates  exceed- 
ing $150  billion.  The  S6rL  industry  was  market-value  insolvent.  Many  savings  and  loans 
decided  their  best  chance  for  returning  to  profitability  was  to  grow  rapidly  and  take  on  risk- 
ier investments  permitted  by  the  Gam-St  Germain  Act  of  1982. 

The  1979-82  episode  underscored  the  dangers  of  interest  rate  risk  in  the  thrift  industry 
and  prompted  instiiutions  to  strengthen  interest  rate  risk  monitoring  and  control  systems, 
tighten  exposure  limits,  and  explore  new  techniques  and  methods  for  managing  exposures. 
Savings  associations  began  using  derivative  products  to  manage  their  exposure  to  interest- 
rate  risk.  By  September  30,  1992  nearly  hall  the  industry  was  using  mortgage  derivative 
products,  although  relatively  few  instiiutions  have  used  off-balance-sheet  derivatives  such  as 
futures,  options,  and  swaps. 

Derivatives:  Problem  or  Solution? 

Should  depository  instiiutions  be  allowed  to  use  derivatives  to  manage  and  control  risk? 
Is  the  economic  benefit  of  using  these  products  significantly  less  than  the  risk  of  not  using 
them?  The  question  of  whether  derivatives  should  be  avoided  or  embraced  has  been  debated 
widely.  The  debate  focuses  on  two  areas:  systemic  risk  and  instiiution/end-user  risk. 

Systemic  Risk 

Much  of  the  concern  with  derivatives  appears  to  revolve  around  potential  disaster  scenar- 
ios involving  major  money  center  commercial  banks  and  investment  banking  firms  that  act 
as  dealers  in  the  vast  ovcr-ihe-counter  (OTC)  derivatives  market.  In  part,  the  concern  ema- 
nates from  the  sheer  size  and  rapid  growth  of  the  OTC  market  and  the  potential  for  systemic 
risk  as  interbank  markets  and  wholesale  markets  become  more  intertwined.  Some  partici- 
pants have  voiced  concern  that  disruptions  in  one  market,  such  as  might  be  triggered  by  the 
default  of  a  major  counterparty,  could  spread  to  other  markets,  and  in  a  worst-case  scenario 
cause  a  colhpse  of  the  global  financial  system. 

It  should  be  noted  that  these  concerns  are  generally  not  about  the  characteristics  of  deriv- 
ative products  per  se,  but  rather  about  the  position  rislc  of  dealers  in  these  products,  the 
depth  and  liquidity  of  the  OTC  derivative  markets,  the  uncertainty  over  how  markets  might 
respond  to  market  distintences,  and  whether  central  banks  and  government  authorities 
could  respond  quickly  enough  to  avert  a  crisis. 

Institution  Risk 

Are  financial  derivatives  useful  risk  management  tools,  or  are  they  themselves  a  source  of 
risk  that  should  be  avoided?  Institution  risk  arises  from  the  complexity  of  some  derivative 
products  that  may  lead  to  their  inappropriate  use.  Critics  of  derivative  products  maintain 
that  derivatives  can  be  used  safely  only  oy  the  most  sophisticated  financial  professionals. 
Others  maintain  thai  most  derivative  products  are  relatively  simple,  and  can  be  understood 
by  anyone  willing  to  put  forth  the  effort.  Moreover,  they  contend  that  a  financial  institution 
that  does  not  consider  using  these  products  puts  itself  at  a  disadvantage. 

While  the  wide  range  of  derivative  products  makes  it  difficult  to  generalize  about  each 
instrument's  risk,  it  is  important  to  recognize  that  "risk"  is  properly  a  portfolio  concept.  The 

Erimary  "risk"  that  one  needs  to  be  concerned  about  is  not  the  riskiness  of  a  particular 
nancial  instrument  on  a  "stand-alone  basis,"  but  rather  its  contribution  to  portfolio  risk, 
that  is,  the  incremental  increase  or  decrease  in  risk  to  an  entire  pjortfolio  that  results  from  its 
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inclusion  in  that  portfolio.  Thus,  the  addition  of  a  panicular  derivative  product  to  the  pxanfo- 
lio  of  Thrift  A,  for  example,  could  increase  its  overall  nsk,  while  the  addition  of  the  same 
derivative  to  Thrift  B's  portfolio  could  decrease  its  risk.  It  is  the  contribution  to  portfolio  nsk, 
not  the  risk  of  the  instrument  itself,  that  ultimately  matters. 

Considerations  of  ponfolio  risk  aside,  it  should  be  apparent  that  any  institution  that  uses 
a  derivative  financial  product,  or  any  other  investment  tool  or  product,  must  have  a  thor- 
ough understanding  of  the  product,  including  its  risk/reward  characteristics  and  how  it  is 
valued  in  the  marketplace.  While  some  derivatives  are  relatively  simple  instruments,  others 
are  highly  complex.  Institutions  that  do  not  have  the  technical  expertise  to  undersund  these 
products  and  monitor  their  performance  should  not  use  them. 

Supervision  and  Regulation  of  Derivatives  by  OTS 

One  goal  of  the  OTS  interest  rate  risk  program  is  the  supervision  and  regulation  of  insti- 
tutions' use  of  deriN-aiives  to  ensure  that  savings  associations  control  their  exposure  to  inter- 
est rate  risk  in  a  safe  and  sound  manner.  Consistent  with  that  goal,  OTS  limits  the  use  of 
derivative  financial  products  by  sa\nngs  association  to  risk-reducing  activities.  OTS  policies 
prohibit  speculative  i:sc  of  these  products. 

OTS  has  a  three-pan  program  for  ensuring  that  savings  associations  that  use  derivatives 
do  so  in  a  safe  and  sound  manner.  That  program  consists  of  on-site  examinations,  off-site 
monitoring  and  surveillance,  and  prudential  rules  and  regulations. 

OTS  uses  an  interest  rate  risk  model  to  conduct  off-site  monitoring  and  surveillance  of 
derivatives,  and,  nrore  generally,  to  monitor  the  interest  rate  risk  exposure  of  savings  associa- 
tions. The  OTS  model  uses  information  from  the  Thrift  Financial  Report  (TFR),  filed  quar- 
terly by  savings  associations,  to  estimate  exposure.  The  TFR  contains  financial  data,  includ- 
ing information  on  derivatives,  that  are  used  as  input  for  the  model.  OTS  recently  revised  the 
TFR  to  collea  more  detailed  information  on  derivative  products. 

OTS  also  requires  institutions  with  $500  million  or  more  in  assets  and  anv  institutions 
that  hold  "high-risk"  mortgage  derivative  products  to  have  an  interest  rate  risK  model.  More- 
over, savings  associations  that  use  "high-risk"  mongage  derivative  products  must,  prior  to 
purchase,  condua  a  scenario,  or  sensitivity,  analysis  that  demonstrates  the  effect  of  the  prod- 
uct on  the  institution's  overall  risk.  An  institution  may  use  these  products  only  if  it  can  dem- 
onstrate that  the  particular  product  will  reduce  portfolio  risk. 
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III.  Risks  and  Rewards  of  Derivative  Products 

The  derivatives  used  by  savings  associations  fall  into  two  groups,  off-balance-sheet  deriv- 
atives and  mongage  derivatives.  The  off-balance-sheet  group  includes  futures,  options, 
swaps,  forwards,  and  related  instruments  such  as  caps,  floors,  collars,  and  swaptions.  Sav- 
ings associations  use  off-balance-sheet  derivatives  to  reduce  the  risk  of  loss  from  interest  rate 
movements.  Because  savings  associations  are  primarily  mortgage  lenders  that  fund  their  busi- 
ness with  short-term  liabilities,  they  can  be  exposed  to  significant  interest  rate  risk.  Savings 
associations  use  off-balance-sheet  derivatives  to  reduce  that  risk,  either  by  lengthening  the 
duration  of  their  liabilities  or  shortening  the  duration  of  their  assets.  That  is,  they  use  deriva- 
tives to  reduce  the  mismatch  of  their  assets  and  liabilities. 

The  variety  of  off-balance-dieet  derivatives  has  grown  with  the  demand  for  interest  rate 
risk  management.  Instruments  such  as  futures,  forwards,  and  swaps  may  have  negative  as 
well  as  positive  returns.  Options  and  option-like  instruments  such  as  caps,  floors,  and  swap- 
tions, give  the  buyer  the  prospca  of  a  positive  return  but  no  losses  beyond  the  initial  cost.  A 
savings  association  may  use  either,  or  both,  types  of  off-balance-sheet  derivatives  to  manage 
its  specific  risks. 

The  mortgage  derivative  products  group  includes  collateralized  mongage  obligations 
(CMOs),  interest-only  strips  (lOs)  of  mortgage  cash  flows,  principal-only  strips  (POs),  and 
residuals  from  CMOs.i  Most  mongage  derivative  products  are  tranches  of  CMOs.  CMOs 
reorder  the  cash  flows  from  the  underlying  pool  of  mortgages  to  fit  the  investment  strategies 
of  investors.  Savings  associations  use  CMOs  primarily  as  investments.  A  typical  CMO  held 
by  savings  associations  is  a  short-term  fixed-rate  bond  that  has  a  well-determined  set  of  cash 
flows  even  if  the  mortgages  underlying  it  prepay  faster  or  slower  than  expected.  These  bonds 
include  securities  called  shon-icrm  sequential  tranches  and  short-term  PAC  tranches. 

More  volatile  mongage  derivatives  include  long-term  tranches  of  CMOs,  support 
tranches  that  absorb  the  prepayment  risk  transferred  from  shon-term  PAC  tranches,  10s, 
POs,  and  residuals.  These  securities  generally  have  both  higher  prepayment  risk  and  higher 
interest  rate  risk  than  the  underlying  mongages.  However,  strategic  purchases  of  these  secur- 
ities can  reduce  interest  rate  risk  in  a  savings  association.  For  example,  10  tranches  typically 
increase  in  value  as  interest  rates  rise,  a  feature  than  can  reduce  the  risk  in  a  savings  associa- 
tion exposed  to  rising  interest  rates. 

Benefits  from  Using  Derivative  Products 

Savings  associations  use  derivative  products  to  manage  risk.  Unlike  some  large  commer- 
cial banks,  savings  associations  are  not  "market-makers"  or  dealers  of  derivative  products; 
they  are  end-users.  As  end-users,  savings  associations  are  not  exposed  to  some  risks  faced 
by  market  makers  or  dealers. 

Appropriate  use  of  derivative  products  to  manage  interest  rate  risk  and  other  risks  can 
result  in  greater  stability  of  profits,  and  improve  the  safety  and  soundness  of  a  savings  associ- 
ation. Most  savings  associations  that  have  used  interest  rate  risk  reduction  strategies  have 
lowered  their  exposure  to  interest  rate  risk.  For  instance,  institutions  that  used  derivatives  to 
reduce  exposure  to  riang  rates  gained  substantially  from  that  practice  when  rates  shot  up  in 
mid-1987.  Savings  associations  nave  tripled  their  noldings  of  tow-volatility  "low-risk"  mon- 
gage derivatives  in  the  last  4  years,  while  reducing  their  holdings  of  "high-risk"  mortgage 
derivatives  by  more  than  hall. 
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Part  of  the  benefits  from  successful  use  of  derivatives  accrue  to  the  consumers  whose 
loans  the  savings  associations  finance.  An  institution  may  not  want  to  offer  products  that 
consumers  demand,  because  they  would  increase  its  interest  rate  risk.  For  example,  when 
interest  rates  become  more  volatile  savings  associations  may  be  reluctant  to  offer  fixed-rate 
mortgages  to  borrowers.  Through  the  proper  use  of  derivatives  to  hedge  their  portfolios,  sav- 
ings associations  can  offer  fixed-rate  loans  to  homebuyers  and  yet  maintain  an  acceptable 
level  of  interest  rate  risk. 

Additionally,  the  popularity  of  mortgage  derivative  products  has  created  greater  demand 
by  investors  for  mortgages.  The  strong  investor  demand  for  mortgages  has  zho  led  to  a  lower 
rate  for  homebuyers  on  their  loans. 

Mongage  derivatives  can  also  improve  a  savings  association's  ability  to  diversify  risks.  For 
example,  a  savings  association  could  buy  a  floating-rate  support  tranche  that  would  decrease 
its  interest  rai£  exposure  although  it  may  result  in  increased  prepayment  volatility. 

Risks  from  Using  Derivative  Products 

Used  wisely,  derivative  products  reduce  interest  rate  risk  in  a  savings  association  more 
efficiently  and  effectively  than  is  possible  with  other  instruments.  But,  they  have  their  own 
risks.  These  risks  can  include:  risks  from  improper  hedging,  prepayment  risk,  counterparty 
credit  risk,  operating  risk,  and  systemic  risk. 

In  addition  to  these  risks,  an  institution  may  attempt  to  gamble  on  the  direction  of  inter- 
est rates,  or  lake  on  additional  interest  rate  risk  with  derivatives.  Such  speculative  use  of 
derivatives  is  forbidden  by  OTS.  Regulations  and  the  examination  process  are  designed  to 
prevent  savings  associations  from  using  derivatives  for  risk-increasing  purposes. 

Risks  from  Improper  Hedging 

Savings  associations  generally  use  off-balance-sheet  derivatives  to  manage  overall  interest 
rate  risk.  At  times,  however,  instiiuiions  may  use  derivative  products  to  reduce  exposure  to 
interest  rate  risk  from  specific  assets  or  liabilities.  While  an  attempt  to  reduce  exposure  to 
risk  from  a  Sf)ecific  asset  or  liability  can  reduce  or  eliminate  the  risk  of  loss  from  that  particu- 
lar assa  or  liability,  it  could  aaually  increase  the  overall  risk  to  the  institution.  OTS  empha- 
sizes to  savings  associations  that  they  must  consider  institution-wide  risk  in  their  risk  man- 
agement programs. 

Another  source  of  risk  is  lade  of  understanding  of  how  a  derivative  instrument  or  the 
portfolio  it  is  intended  to  hedge  is  likely  to  perform  in  varying  interest  rate  environments.  A 
savings  association  that  desires  lo  reduce  its  overall  interest  rate  risk,  might  use  the  wrong 
instrument  to  accomplish  the  goal,  or  use  the  instrument  improperly.  For  example,  a  strat- 
egy of  using  futures  to  hedge  a  mortgage  portfolio  might  work  for  hedging  small  changes  in 
interest  rates,  but  fail  for  larger  rate  changes  if  the  institution  does  not  modify  the  structure 
of  the  hedge  as  rates  change.  Mortgage  prepayments  increase  at  an  increasing  rate  as  interest 
rates  fall.  Thus,  the  price  of  a  pool  ofmortgages  increases  at  a  decreasing  rate  as  interest  rates 
fall.  For  example,  if  interest  rates  drop  from  9  percent  to  8  percent,  a  given  pool  of  mon- 
gages  may  increase  in  value  by  5  percent.  However,  if  rales  continue  to  fall,  down  to  7  per- 
cent from  8  percent,  the  pool  of  mortgages  may  only  gain  an  additional  3  percent  in  value 
because  of  homeowners  prepaying  their  mortgages.  If  a  savings  association  uses  a  constant 
number  of  futures  contracts  to  ofket  interest  rate  changes,  it  may  exactly  offset  the  first  drop 
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in  rates,  but  find  that  its  losses  on  futures  are  double  its  mongage  gains  for  the  second 
change  in  rates.  Once  a  risk-reducing  strategy  is  begun,  it  must  be  monitored  to  ensure  that 
it  remains  effective. 

Another  possibility  an  institution  should  take  into  account  is  that  short-term  rates  may 
rise  while  long-term  rates  fall,  or  vice  versa,  a  so-called  non-parallel  shift  in  the  yield  curve. 
These  shifts  are  more  common  than  the  typically  assumed  parallel  shift  (equal  changes  in 
short-term  and  long-term  rates)  and  can  affect  the  performance  of  derivative  products. 

Successful  risk  reduction  can  be  impeded  by  an  illiquid  market  for  the  interest  rate  risk 
reduction  instrument.  The  bid/ask  spread  is  typically  used  to  measure  the  liquidity  of  the 
market  for  a  financial  produa.  The  bid/ask  spread  is  the  difference  between  the  price  that  an 
end-user  must  pay  for  a  produa  (the  ask),  and  the  price  at  which  it  could  immediately  resell 
the  product  (the  bid).  If  the  bid/ask  spread  is  wide  the  market  is  illiquid.  If  a  gain  on  a  hedg- 
ing instrument  is  lost  through  market  illiquidity,  the  benefit  of  the  hedge  is  lost.  The  OTS 
requires  institutions  using  certain  products  to  be  aware  of  and  to  measure  the  risk  from  illi- 
quidity. 

Prepayment  Risk 

Some  mortgage  derivative  products  can  be  subject  to  significant  prepayment  risk.  This 
risk  arises  when  the  mortgages  underlying  the  derivative  prepay  faster  or  slower  than 
expected.  Interest  rates  affect  prepayment  risk,  but  other  factors  do  as  well,  making  it  diffi- 
cult to  conu-ol.  Some  mortgage  derivatives  have  little  or  no  prepayment  risk.  Planned  amorti- 
zauon  classes  (PAC  tranches)  of  CMOs  are  largely  protectee!  against  changes  in  prepayments 
and  have  well  defmed  principal  and  interest  payment  schedules.  A  savings  association  wish- 
ing to  reduce  its  prepayment  risk  may  choose  to  diversify  its  holdings  into  PAC  tranches  of 
CMOs  rather  than  accumulate  additional  mortgage  loans.  Other  mongage  derivatives,  such 
as  support  tranches,  have  higher  prepayment  volatility.  Savings  associations'  use  of  mortgage 
derivatives  with  high  prepayment  volatility  is  limited  to  derivatives  that  successfully  reduce 
overall  interest  rate  risk. 

Counterparty  Risk 

Counterparty  risk  is  the  risk  that  the  counterparty  in  a  derivative  product  contract  may 
default.  Counterparty  risk  is  negligible  for  exchange  traded  contracts  such  as  futures  and 
many  options.  Clearinghouses  guarantee  performance  on  such  contracts,  and  mark  them  to 
market  daily.  Over-the-counter  derivative  products,  however,  may  present  savings  associa- 
tions with  counterparty  risk. 

OTS-regulated  institutions  have  not  reported  losses  from  counterparty  default  in  the  last 
5  years.  Despite  the  low  level  of  losses  from  counterparty  default,  savings  associations  are 
required  to  hold  capital  against  that  risk. 

Operating  Risk 

Savinp  associations  occasionally  face  the  risk  that  a  manager  will  use  derivative  products 
vdthout  the  knowledge  and  approval  of  the  chief  financial  officer  and  directors.  Savings  asso- 
ciations should  follow  an  overall  plan  and  constantly  monitor  interest  rate  risk  management 
activities  if  they  are  to  use  derivative  instruments  effectively. 
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Savings  associaiions  are  expected  to  monitor  their  interest  rate  risk  and  set  internal  limits 
on  exposure  to  risk  to  comply  with  Thrift  Bulletin  13  (TB  13).  TB  13  addresses  operatinE 
risk  by  providing  guidance  to  savings  associations  on  the  internal  policies,  practices,  ana 
procedures  with  regard  to  interest  rate  risk. 

Systemic  Risk 

Disaster  scenarios  involving  major  money  center  commercial  banks  and  investment 
banking  firms  that  act  as  dealers  in  the  vast  over-the-counter  (OTC)  derivatives  market  have 
created  much  concern.  In  pan,  the  concern  emanates  from  the  sheer  size  and  rapid  growth 
of  the  OTC  market  and  the  potential  for  systemic  risk  as  interbank  markets  and  wholesale 
markets  become  more  intertwined.  Some  panicipants  have  voiced  concern  that  disruptions 
in  one  market,  such  as  might  be  triggered  by  a  counterpany  default,  could  .spread  to  other 
markets,  and  in  a  worst-case  scenario  cause  a  collapse  of  the  global  financial  system. 

It  should  be  noted  that  these  concerns  are  generated  not  by  the  characteristics  of  deriva- 
tive markets  per  se,  but  rather  by  the  position  risk  of  dealers  in  these  products,  the  depth 
and  liquidity  of  the  OTC  derivative  markets,  the  uncertainty  over  how  markets  might 
respond  to  market  disturbances,  and  whether  central  banks  and  government  authorities 
could  respond  quickly  enou^  to  avert  a  crisis. 

As  discussed  in  the  following  chapter,  OTS  as  a  regulator  of  savings  associations,  exer- 
cises its  authority  in  an  effort  to  ensure  that  savings  assocition  that  use  derivatives  do  not 
become  a  source  of  systemic  risk. 


VSee  the  appendix  for  a  glossary  of  terms  used  in  this  study  that  are  common  in  the 
derivative  product  markets. 
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IV.   Supervision  and  Regulation  of  Derivative 
Activities  of  Savings  Associations 

The  enormous  size  of  the  derivatives  market  and  the  complexity  of  some  of  the  new 
instruments  have  raised  concerns  among  some  market  participants  and  regulatory  authori- 
ties. 

Savings  associations  are  not  dealers  in  the  derivatives  markets;  therefore,  OTS  is  not 
involved  in  formulating  prudential  rules  or  standards  governing  dealers  in  these  markets. 
Although  the  prevention  of  systemic  risk  in  the  derivative  markets  does  not  fall  within  the 
purview  of  OTS.  as  a  regulator  of  savings  associations,  OTS  exercises  its  authority  in  an  effort 
to  ensure  that  savings  associaiior^s  that  use  derivatives  do  so  in  a  safe  and  sound  manner. 

In  exercising  that  authority,  OTS  has  taken  a  number  of  initiatives  with  respect  to  the 
prudent  use  of  derivative  products  by  savings  associations.  In  large  part,  these  initiatives  are 
governed  by  the  following  five  principles. 

(1)  The  risk  of  derivatives  should  be  viewed  in  terms  of  their  contribution  to  the  overall 
risk  of  an  institution's  portfolio,  not  in  terms  of  their  riskiness  on  a  stand-alone  basis.  It  is 
the  contribution  to  an  institution's  risk,  not  the  risk  of  the  instrument  itself,  that  ultimately 
matters. 

(2)  Effective  risk  management  minimizes  problems  related  to  the  use  of  derivatives.  Con- 
sequently, institutions  should  not  use  derivatives  unless  they  understand  the  instruments 
and  establish  effective  systems  for  monitoring  and  controlling  their  use. 

(3)  The  use  of  derivatives  should  be  strictly  limited  to  risk  reducing  activities. 

(4)  The  risk-based  capital  framework  should  be  modified  to  provide  incentives  to  control 
interest  rate  risk.  At  present,  the  risk-based  capital  requirements  focus  solely  on  credit  risk 
and,  therefore,  mayprovide  an  incentive  for  institutions  to  substitute  interest  rate  risk  for 
credit  risk.  To  be  eflcctivc,  capital  requirements  must  distinguish  among  institutions  with 
different  levels  of  interest  rate  risk  exposure. 

(5)  Unnecessary  regulaioiy  impediments  to  the  use  of  derivatives  should  be  avoided  so  as 
not  to  discourage  qualuied  institutions  from  using  these  products  to  reduce  risk.  (Some  bank 
and  thrift  executives  contend  that  they  do  not  use  derivatives  to  hedge  risk  exposures 
because  they  fear  that  any  institution  that  uses  these  products  will  receive  increased  regula- 
tory scrutiny.) 

The  OTS  has  a  three-part  program  designed  to  ensure  that  savings  associations  that  use 
derivauves  do  so  in  a  safe  and  sound  manner.  That  program  consists  of  on-site  examinations, 
off-site  inoniioring  and  surveillance,  and  prudential  rules  and  regulations. 

On-Site  Examination 

OTS  examiners  pby  an  essential  role  in  ensuring  that  savings  associations  use  derivative 
products  in  a  safe  and  sound  manner.  With  respect  to  derivatives,  the  objectives  of  the  exam- 
ination process  are  to: 
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(1)  Determine  whether  ihe  institution  complies  with  OTS  pohcies  with  respeci  to  the  man- 
agement and  control  of  interest  rate  risk.  This  includes  (a)  making  a  determination  of 
whether  the  interest  rate  risk  exposure  limits  set  by  the  institution  are  prudent  and 
whether  the  institution  is  operating  within  those  limits,  and  (b)  identifying  weaknesses,  if 
any,  in  the  institution's  systems  for  interest  rate  risk  measurement,  reporting,  and  con- 
trol. (OTS  policies  on  interest  rate  risk  management  are  contained  in  Thrift  Bulletin  13, 
which  is  included  as  Appendix  C  to  this  study.) 

(2)  Determine  whether  the  institution  complies  with  OTS  policies  and  regulations  on 
futures,  options,  and  mortgage  derivative  products. 

(3)  Evaluate  the  quality  and  competence  of  management  and  assess  their  understanding  of 
the  institution's  interest  rate  risk  exposure  as  well  as  their  understanding  of  derivative 
products  and  derivative  strategies. 

(4)  Initiate  corrective  aaion  as  necessary. 

Each  regional  OTS  office  has  examiners  and  superNnsory  staff  with  specialized  expertise 
in  derivative  instruments  and  interest  rate  risk.  These  specialists,  along  with  the  OTS'  Risk 
Management  staff  in  Washington,  D.C.,  are  available  to  provide  assistance  to  examiners  as 
needed. 

Extensive  training  is  offered  to  exammers  on  derivatives,  interest  rate  risk,  and  asset/ 
liability  management.  OTS  training  in  these  areas  is  described  in  Chapter  VI  of  this  study. 

Off-Site  Surveillance  and  Monitoring 

GDmplex  transaaions  have  made  financial  statements  less  transparent  and,  therefore, 
more  difficult  to  analyze.  It  has  become  nearly  impossible  to  evaluate  the  financial  position 
of  firms  that  are  heavy  users  of  derivatives  without  the  aid  of  a  computer  model. 

From  a  supervisory  standpoint,  complex  transactions,  both  on  and  off  the  balance  sheet, 
have  increased  the  need  for  off-site  computer-based  risk  monitoring  systems  to  suppiori  and 
supplement  the  work  of  examiners. 

In  addition,  the  proliferation  of  new  types  of  derivatives  has  created  a  need  for  more  flex- 
ible supervisory  data  coUeaion  systems.  In  March  1993,  OTS  will  ufxiate  its  interest  rate  risk 
model  and  data  reporting  system  to  significantly  enhance  OTS'  ability  to  monitor  the  use  of 
derivatives  by  savings  associations. 

OTS  Interest  Rate  Risk  Model 

OTS  developed  a  relatively  sophisticated  computer  model,  which  it  began  using  in  early 
1991  to  measure  and  monitor  the  interest  rate  risk  exposure  of  individual  savings  associa- 
tions and  the  industry  as  a  whole.  OTS  uses  the  model  to  generate  Interest  Rate  Risk  Expo- 
sure Repons  for  examiners  and  for  each  institution's  use.  The  Exposure  Reports  contain 
detailed  estimates  of  the  iiueresi  rate  sensitivity  of  an  institution's  assets,  liabilities,  and  off- 
balance  sheet  contracts  over  nine  different  interest  rate  scenarios.  (A  sample  Exposure  Report 
is  presented  in  Appendix  C  of  this  study.) 

As  noted  above,  OTS  will  introduce  a  new  version  of  the  model  based  on  a  new  reporting 
form.  Schedule  CMR,  in  March  1993.  The  revised  model  will  evaluate  more  precisely  the 
interest  rate  sensitivity  of  a  wide  range  of  derivatives.  The  information  on  the  sensitiNnty  of 
derivatives  that  will  be  in  the  new  Exposure  Report  is  shown  in  Appendix  D. 
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Improvements  in  Derivatives  Data  Collection 

With  the  new  Schedule  CMR,  savings  associations  report  detailed  information  on  their 
derivatives  including  interest  rate  swaps,  caps,  floors,  futures,  options  on  futures,  and  mort- 
gage derivatives. 

A  new  coding  system  will  facilitate  the  reporting  of  derivatives.  All  off-balance  sheet 
derivatives  are  identified  by  a  four  digit  contract  code.  The  first  two  digits  designate  the  gen- 
eral type  of  contract.  For  example,  all  codes  for  interest  rate  swaps  begin  with  the  two  digit 
code  "50."  The  last  two  digits  of  the  code  designate  the  specific  type  of  contract.  For  exam- 
ple, a  fixed-for-floating  rate  swap  where  the  floating-rate  is  based  on  3-month  LIBOR  is  des- 
ignated by  the  code  "5004."  If  the  swap  were  based  on  the  3  month  Treasury  rate,  it  would 
be  designated  by  the  code  "5010."  Institutions  also  report  the  notional  amount  of  the  con- 
tract, its  maturity  date,  and  other  relevant  information  such  as  the  contract  rate,  margins,  or 
fees.  This  system  will  accommodate  new  varieties  of  derivatives  as  they  are  developed. 

Using  these  data,  OTS  estimates  ihe  value  of  each  reported  derivative  under  the  current 
interest  rate  environment  and  in  alternate  interest  rate  scenarios,  providing  a  picture  of  their 
impact  on  the  interest  rate  risk  of  the  reporting  institution. 

Prudential  Rules  and  Regulations 

OTS  regulations  and  policy  statements  that  govern  the  use  of  derivatives  are  summarized 
below.  They  include  (1)  die  risk-based  capital  requirements,  (2)  Thrift  Bulletin  13,  a  policy 
statement  on  interest  rate  risk,  C3)  Thrift  Bulletin  52,  a  policy  statement  on  mortgage  deriva- 
tive products,  and  (4)  OTS  regulations  on  futures  and  options. 

Risk-Based  Capital  Requirements 

The  existing  OTS  risk-based  capital  requirements  require  savings  associations  to  hold 
capital  to  absoro  potential  losses  on  derivative  instruments.  The  existing  requirements,  how- 
ever, focus  on  the  credit  risk  of  derivatives  and  largely  ignore  their  contribution  to  the  inter- 
est rate  risk  exposure  of  the  institution. 

Under  the  existing  risk-based  system,  depository  institutions  have  strong  incentives  to 
identify  assets  and  strategies  with  the  most  attractive  yield-to-capital  tradeoffs.  In  essence, 
this  means  that,  to  maximize  value,  institutions  are  tempted  to  acquire  those  assets  and 
adopt  those  strategies  that  generate  the  highest  expected  return  per  dollar  of  required  regula- 
tory capital.  Institutions  gravitate  U3rward  assets  and  strategies  —  including  off-balance  sheet 
derivatives  and  derivative  strategies  —  with  the  least  capital  charge  relative  to  risk.  Since  the 
existing  capital  framework  does  not  specifically  address  interest  rate  risk,  strong  incentives 
exist  to  seek  higher  yields  by  substituting  interest  rate  risk  for  credit  risk. 

To  address  this  flaw,  OTS  intends  to  incorporate  an  interest  rale  risk  component  into  its 
risk-based  capital  rule.  The  interest  rate  risk  component  is  expected  to  be  adopted  by  June 
1993  and  become  effective  in  early  1994.  Under  the  new  rule,  an  institution's  capital 
requirement  would  be  direcdy  related  to  its  overall  interest  rate  risk  exposure.  Thus,  an 
institution's  overall  interest  rate  risk  exposure  would  be  taken  into  account  in  determining 
its  capital  requircmcni. 

Thrift  Bulletin  13 

Issued  in  1989,  the  Bulletin  advises  institutions  to  set  interest  rate  risk  exposure  limits 
and  describes  the  internal  policies,  practices,  and  procedures  to  which  OTS  expects  institu- 
tions to  adhere  in  managing  their  interest  rate  risk  exposure. 
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OTS  requires  any  institution  with  $500  million  or  more  in  assets  and  any  institution  that 
holds  "high-risk"  mortgage  derivative  products  lo  have  an  interest  rate  risk  measurement  sys- 
tem. The  measurement  system  must  be  capable  of  measunng  the  effect  of  changes  in  interest 
rates  on  the  institution's  net  interest  income  and  Market  Value  of  Portfolio  Equity 
(MVPE).  The  emphasis  on  MVPE  ensures  that  the  analysis  is  conducted  in  a  portfolio  con- 
text and  that  all  financial  derivative  products  are  taken  into  account. 

Thrift  Bulletin  52 

Thrift  Bulletin  52  (TB-52)  governs  investments  by  savings  associations  in  mongage  deriv- 
ative products.  This  Bulletin  sets  out  a  3-part  test  to  determine  whether  a  specific  mortgage 
derivative  would  be  considered  a  "high-risk"  derivative.  A  savings  association  may  purchase 
a  high  risk  derivative  only  if  can  demonstrate  that  the  purchase  will  reduce  the  overall  inter- 
est rate  risk  of  the  Institution. 

TB-52  also  requires  savings  associations  that  invest  in  mortgage  derivatives  to  establish 
effective  policies  and  procedures  governing  their  use. 

Futures  and  Options  Regulations 

OTS  restricts  the  use  of  futures  contracts  by  savings  associations  to  activities  that  will 
reduce  interest  rate  nsk.  Savings  associations  are  also  restricted  in  their  choice  of  counter- 
party for  options  and  must  hold  capital  for  counterparty  risk  on  all  over-the-counter  options 
that  are  "in-the-money."  Additionally,  savings  associations  are  directed  to  develop  appropri- 
ate management  and  control  policies  for  futures  and  options  use,  and  must  notify  their 
regional  OTS  office  before  they  begin  a  futures  or  options  program. 

Responsitilities  ojManagemaa 

OTS  guidance  to  institutions  emphasizes  the  importance  of  management  in  minimizing 
jx)tential  problems  arising  from  the  use  of  derivatives.  OTS  believes  that  institutions  that  use 
derivatives  should: 

(1)  adopt,  and  vigorously  enforce,  written  policies  governing  the  use  of  derivative  products; 

(2)  consider  the  level  of  expertise  needed  to  implement  a  strategy  involving  derivative  prod- 
ucts, and  ensure  iheir  personnel  understand  the  nsk  characteristics  of  the  products; 

(3)  establish  internal  controls  lo  ensure  adherence  to  policies  and  procedures  and  prevent 
unauthorized  invcstmem  and  other  abuses; 

(4)  palonn  a  sensitivity  analysis,  or  simulation  analysis,  prior  to  taking  a  position  in  deriva- 
tives to  better  understanding  of  how  the  derivatives  might  affect  their  institution's  overall 
performance  under  different  scenarios;  and 

(5)  ensure  that  derivative  transactions  involving  counterparty  risk  are  undertaken  only  with 
financially  strong  counierpans. 
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V.    Use  of  Derivatives  by  Savings  Associations 
Industry  Trends  and  Developments 


Less  than  half  of  all  savings  associations  use  derivative  financial  products.  About  42  per- 
cent of  the  savings  institutions  use  mortgage  derivatives,  while  less  than  8  percent  use  off- 
balance  sheet  derivatives. 

Off-Balance-Sheet  Derivatives 

Interest  rate  swaps  arc  the  most  common  typ>e  of  off-balance  sheet  item  used  by  savings 
associations  (107  institutions).  Few  institutions  hold  options  (51  institutions)  or  futures  (18 
institutions)  (figarc  1). 

FIGURE  1 

Few  Savings  Assodations  Hold  Off-Balance-Sheet  Derivatives 

(Scplcmbcr  30. 1 992)  Number  of  Thrifts 
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Source:  OTS  Thrift  Financial  Reports 

The  notional  amount  of  off-balance-sheet  positions  of  savings  associations  was  $44  bil- 
lion as  of  September  30, 1992.  The  largest  institutions  are  the  primary  users  of  off-balance- 
sheet  derivatives.  Less  than  one  percent  of  institutions  with  under  $100  million  in  assets  use 
off-balance  sheet  derivatives,  but  more  than  one-half  of  those  with  assets  exceeding  $1  bil- 
lion use  then  (figure  2). 

About  five  percent  of  the  industry,  107  savings  associations,  had  swap  transactions  out- 
standing as  of  September  30. 1992,  with  a  total  notional  amount  of  $30  billion.  Although 
the  notional  amount  of  swaps  outstanding  is  large,  the  notional  amount  is  not  a  meaningful 
measure  of  risk  exposure,  because  it  says  litde  about  their  economic  value. 
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FIGURE  2  . 

Large  Savings  Associations  Use  Off-Balance-Sheet 
Derivatives  More  than  Small  Associations 
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The  notional  amouni  of  options  positions  held  by  the  industry  totaled  $7.7  billion  at  the 
end  of  the  third  quarter  of  1992.  Long  options  positions  involve  no  risk  of  loss  beyond  the 
purchase  price,  although  any  over-the-counter  options  are  subject  to  counterparty  risk.  Short 
options  positions  have  no  coumerparty  risk,  but  potentially  large  volatility.  Savings  associa- 
tions hold  nearly  three  limes  as  many  long  options  positions  as  short  options  positions. 

Futures  positions  of  the  industry  totaled  about  $6  billion  in  notional  amount.  Because 
futures  contracts  arc  marked-io-market  daily,  and  payments  are  guaranteed  by  the  cleanng- 
house,  there  is  virtually  no  counterparty  risk. 

Industry  holdings  of  off-balance-sheet  derivatives  have  shown  no  clear  trend  over  the 
past  4  years.  Total  notional  amount  of  off-balance-sheet  derivatives  fell  from  S50  billion  in 
December  1989  to  less  than  $40  billion  in  December  1991,  before  rising  back  to  about  $44 
billion  in  SqnenAer  1992  (figure  3). 

Mortgage  Derivatives 

About  42  percent  of  saving?  associations  hold  mortgage  derivative  products,  mostly 
CMOs  (figure  4).  While  many  savings  associations  hold  mortgage  derivatives,  the  average 
size  of  those  holdings  is  relatively  small.  The  total  value  of  savings  association  holdings  of 
mortgage  derivative  products  is  about  $35  billion.  Mortgage  derivatives  account  for  6  per- 
cent of  the  assets  of  the  institutions  that  hold  them.  By  contrast,  institutions  holding  mort- 
gage derivatives  hold  72  percent  of  their  assets  as  mortgages  or  mortgage  pass-through  secur- 
ities (figure  5). 

Almost  90  percent  of  mortgage  derivatives  held  by  savings  associations  are  in  short-term 
fixed-rate  CMOs  and  floating-rate  CMOs.  These  securities  carry  significantly  less  interest-rate 
and  credit  risks  than  fixed-rate  mortgages. 
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FIGURE  3 
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FIGURE  4 


Thrifts  Holding  Mortgage  Derivatives  Have  a  Small  investment 
in  them  compared  with  Mortgages  &  Mortgage-Backed  Securities 
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FIGURE  5 


Many  Thrifts  Hold  CMOs,  But  Few  Hold  Other  Mortgage 
Derivatives 
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Under  an  interagency  policy  staiement  issued  by  the  Federal  Financial  Institutions  Exam- 
ination Council  (FFIEC),  federal  bank  and  thrift  regulators  classify  mortgage  derivative 
securities  as  "high-risk"  or  "low-risk'  according  to  a  3-pan  test  which  measures  the  volatility 
of  the  securities  The  terms  "high-risk"  and  "low-risk"  may  be  somewhat  misleading  in  that 
they  measure  the  volatility  of  ihe  secunties  on  a  stand-alone  basis  "High-risk"  securities  can 
be  used  to  lower  the  overall  interest  rate  risk  exposure  of  an  institution  Moreover,  savings 
associations  generally  are  not  permitted  to  hold  "high-risk"  mongage  derivatives  unless  they 
can  demonstrate  that  the  securities  reduce  their  overall  interest-rate  risk  exposure. 

Stripped  mortgage-backed  scciuities  are  created  by  separating  the  mongage  principal 
and  interest  payment  on  pass-through  securities  into  securities  that  receive  interest  only 
(iOs)  or  principal  only  (POs).  Stripped  mortgage-backed  securities  are  often  used  by  mon- 
gage lenders  and  investors  as  well  as  those  with  mongage  servicing  assets  to  hedge  exposure. 

A  savings  association  that  is  vulnerable  to  a  rise  in  interest  rates  might,  for  example,  pur- 
chase 10s  to  hedge  its  exposure.  Because  10s  tend  to  increase  in  value  as  interest  rates  rise, 
they  can  offset  a  decline  in  the  value  of  a  mortgage  portfolio,  which  declines  when  rates  rise. 
Sixty-three  savings  associations  had  10  positions  with  a  total  value  of  S250  million  as  of  Sep- 
tember 30,  1992. 

A  savings  association  that  is  exposed  to  falling  interest  rates  might  hedge  its  exposure 
with  POs.  For  example,  a  savings  association  with  a  large  mongage  servicing  business  can  be 
harmed  by  falling  rates.  PO  strips  tend  to  increase  in  value  as  rates  fall,  offsetting  losses  in 
the  value  of  the  servicing.  Thirty-four  savings  associations  held  POs  as  of  September  30, 
1992  with  a  total  value  of  $315  million. 
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CMOs  that  are  usually  categorized  as  "high  risk"  derivatives,  such  as  super  POs,  Zero- 
coupon  tranches  (Z  bonds),  superfloaters,  and  inverse  floaters  can  be  used  to  reduce  portfo- 
lio risk.  Effective  use  of  these  instruments,  however,  requires  a  sophisticated  level  of  exper- 
tise. Only  25  institutions  hold  these  types  of  "high-risk"  CMOs. 

Residuals  are  considered  the  most  risky  mortgage  derivative  products.  Residuals  gener- 
ally cannot  be  used  for  risk  raiuction  because  of  their  high  and  uncertain  volatility.  Only  51 
savings  associations  hold  residuals,  about  2.5  percent  of  the  industry.  Virtually  all  residuals 
held  by  savings  associations  were  acquired  before  the  OTS  policy  on  derivatives  became 
effective. 

About  70  percent  of  large  savings  associations  (assets  over  $1  billion)  hold  mortgage 
derivatives  versus  28  percent  of  small  savings  associations  (assets  less  than  $100  million). 
Holdings  of  the  more  volatile  "high-risk"  tranches  are  also  concentrated  in  larger  savings 
associations.  Forty-five  percent  of  large  associations  hold  "high-risk"  mortgage  derivatives, 
while  only  13  percent  of  small  savings  associations  hold  such  securities.  High-risk  mortgage 
derivatives  account  for  less  than  1  percent  of  assets  in  savings  associations  in  every  size  class. 

In  the  last  four  years,  savings  associations  have  increased  their  holdings  of  mortgage 
derivatives  by  about  80  percent.  Holdings  of  low-risk  mortgage  derivatives  have  tripled  over 
that  period,  while  holdings  of  high-risk  derivatives  have  fallen  by  50  percent  (figures  6  and 
7). 


FIGURE  6 
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FIGURE  7 


'  Financial  data  for  thrifts  operating  ihroughoul  Ihe  four-year  period. 
Source  OTS  Thrift  Financial  Reports 
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VI.  Training  on  Derivative  Financial  Instruments 

OTS  provides  examiners  extensive  training  in  derivative  products.  The  training  noaterials 
on  derivatives  are  presented  in  six  courses,  starting  with  basic  information  about  futures, 
swaps,  and  options,  to  advanced  case  studies  of  their  use  in  financial  institutions.  These 
courses  are: 

New  Thrift  Regulator  School 

Financial  Instruments,  Futures  and  Other  Instruments 

Risk  Management 

Advanced  Capital  Markets 

Advanced  Examiner  Topics 

Intermediate  Thrift  Regulator  School 

The  first  two  courses  or  the  Risk  Management  course  are  required  for  examiners  working 
toward  their  Federal  Thrift  Regulator  (FTR)  designation.  They  are  usually  completed  within 
the  first  six  to  36  months  of  an  examiner's  career.  As  a  result,  even  in  the  earlier  stages  of 
their  careers,  exammers  are  introduced  to  both  the  technical  aspects  and  regulatory  issues 
concerning  these  financial  instruments.  Examiners  must  successfully  complete  the  Interme- 
diate Thrift  Regulator  School  course  to  be  eligible  for  the  FTR  designation.  Participants  who 
attend  Intermediate  Thrift  Regulator  School  are  evaluated  on  their  ability  to  assess  the  insti- 
tution's use  of  derivative  financial  instruments. 

The  Advanced  Capital  Markets  and  Advanced  Examiner  Topics  courses  are  generally 
taken  by  more  experienced  FTR  accredited  examiners  who  are  responsible  for  examining 
larger  or  more  complex  institutions  These  are  elective  courses  but  are  generally  taken  to  ful- 
fill (armual)  continuing-education  requirements.  The  continumg  education  requirement 
ensures  that  OTS  examiners  receive  the  most  current  training  available  on  the  constantly 
changing  financial  markets.  All  courses  are  revised  periodically  to  reflect  changes  in  the 
financial  markets  or  regulations. 

Examiners  arc  also  trained  to  evaluate  management's  ability  to  use  these  instruments 
effectively.  Internal  control  and  accounting  issues  are  also  reviewed. 

The  following  is  a  brief  synopsis  of  the  material  relating  to  swaps,  options  and  futures, 
and  mongage  derivatives  covered  in  each  course. 

New  Thrift  Regulator  School 

This  two-week  course  devotes  a  day  to  analyzing  interest  rate  risk  and  introduces  various 
hedging  methods  that  may  be  used  to  minimize  the  risk  —  namely,  options,  financial 
futures,  and  interest  rate  swaps.  This  material  parallels  OTS  policy  and  analytical  methods  as 
presented  in  OTS's  Thrift  Activities  Handbook. 

The  course  describes  the  structure  of  financial  futures  and  options  and  their  use  in  com- 
mon hedging  strategies.  The  benefits,  risks,  costs,  and  limiuuons  of  various  lypts  of  futures 
and  options  contracts  are  also  discussed  as  well  as  how  the  futures/options  markets  work. 
Regulatory  issues,  such  as  how  to  analyze  the  effectiveness  of  a  hedging  program  using 
futures/options,  internal  control  concerns,  management/board  of  director  oversight,  and  how 
to  differentiate  between  hedging  and  speculation  are  presented.  Interest  rate  swaps  are  also 
introduced,  including  a  description  of  how  a  "plain  vanilla"  swap  works,  the  use  of  swaps  in 
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hedging  strategies,  and  the  benefits  and  risks  of  using  swaps.  This  course  also  devotes  several 
hours  to  discussine  the  benefits,  risks,  and  limitations  of  mortgage  derivative  securities  such 
as  lOs,  POs  and  oiner  complex  instruments. 

Financial  Instruments,  Futures,  and  Other  instruments 

This  one-week  course  covers  the  financial  and  debt  markets,  the  nature  of  interest  rates, 
in-depth  instruction  on  financial  futures,  options  and  swaps,  and  policy  and  regulatory 
issues  relating  to  hedging. 

The  course  describes  the  various  hedges  that  can  be  structured  using  futures,  the  effects 
of  different  financial  futures  positions  under  varying  interest  rate  scenarios,  how  gains/losses 
are  calculated,  and  the  more  common  types  of  financial  futures  instruments  used  by  thrifts. 
The  course  covers  the  costs  of  futures  hedging,  contract  choice,  and  various  methods  used  in 
determining  hedge  ratios. 

The  Financial  Instrumfents.  Futures,  and  Other  Instruments  course  was  revised  in  1992 
to  include  more  detailed  information  on  interest  rate  swaps.  Topics  covered  include  a 
description  of  the  charaaeristics  of  the  more  common  types  of  swaps,  why  a  thrift  would  use 
swaps,  how  interest  rates  affea  the  value  of  a  swap,  the  calculation  of  a  swap's  market  value, 
and  the  risks/benefits  and  costs  of  hedging  with  swaps.  Options  are  also  covered  extensively. 
Topics  include  the  various  types  of  option  contracts,  which  are  the  most  appropriate  for 
thrifts,  how  the  option  markets  perform,  the  risks/benefits  of  using  swaps,  identification  of 
contractual  obligations,  how  options  are  priced,  and  how  to  interpret  option  quotations  from 
various  fiiunciarjoumals. 

Risk  Management 

Risk  Management  may  be  taken  as  an  alternative  to  Financial  Instruments,  Futures,  and 
Other  Instruments  and  is  targeted  for  examiners  with  18  to  36  months  of  experience.  Vari- 
ous methods  of  managing  interest  rate  risk  are  discussed  including  interest  rate  swaps  and 
financial  futures  and  options.  The  material  on  interest  rate  swaps  includes  a  description  of 
the  struaure  of  a  "plain  vanilla"  swap,  why  swaps  are  used  and  the  risks/benefits  ol  using 
them. 

Information  on  financial  futures  and  options  is  also  presented.  The  course  covers  basic 
terminology,  types  of  option  and  future  contracts,  types  of  hedging  strategies,  appropriate- 
ness of  hedges,  and  a  discussion  of  the  differences  between  hedging  and  speculation. 

Risk  Management  also  instructs  examiners  on  the  structure,  features,  benefits,  and  risks 
of  interea  rate  cajB,  floors,  and  collars. 

Advanced  Capital  Markets 

Advanced  Capital  Markets  is  intended  for  experienced  examiners  and  assumes  a  thor- 
ough working  knowledge  of  Pmancial  markets  and  hedging  strategies.  The  course  materials 
emphasize  the  use  of  swaps  in  todays  capital  markets  and  how  they  are  effectively  used  both 
by  financial  institutions  and  by  other  companies.  Case  studies  are  used  extensively  to  illus- 
trate the  types  of  swaps  used,  the  benefits  and  risks  of  using  swaps,  pricing,  techniques  for 
determining  the  market  value  of  a  swap  in  varying  interest  rate  scenarios,  and  how  swaps 
may  affect  the  overall  financial  performance  and  interest  rate  risk  of  a  financial  institution. 
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The  course  also  discusses  interest  rate  options  and  derivatives  and  includes  a  review  of 
basic  concepts.  This  course  explains  option  pricing  and  the  valuation  of  derivatives  such  as 
interest  rate  caps,  floors,  collars,  and  participation  agreements. 

Advanced  Capital  Markets  also  covers  mongage-backed  securities,  mortgage  derivative 
securities  such  as  collateralized  mortgage  obligations,  and  stripped  mortgage-backed  securi- 
ties such  as  lOs  and  POs. 

Advanced  Examiner  Topics 

Advanced  Examiner  Topics  is  a  two  day  course  that  reviews  the  basics  of  the  use  of 
swaps  in  hedging  interest  rate  risk.  The  swap  market  is  discussed  along  with  basic  contracts, 
pricing,  swap  reversal,  and  the  risks/benefits  of  using  these  contracts.  The  course  also  covers 
the  latest  in  agency  issues  and  how  these  investments  may  decrease  or  increase  portfolio  risk. 
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Table  A-1 

Number  of  Thrift  Institutions  i-iolding  Different 
Types  of  Off-Balance-Sheet  Derivatives 

(by  Size  of  institution) 
September  30,  1 992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

OBS 
Total 

Futures 

2 

2 

3 

11 

18 

Options 

4 

7 

15 

25 

51 

Swaps 

3 

16 

25 

63 

107 

Total 

9 

21 

40 

71 

141 

Source:  0T5  Thrift  Financial  Reports 


Table  A-2 

Notional  Amount  of  Off-Balance-Sheet  Derivatives 

(tnfflions  of  dollars  by  size  of  Institution) 
September  30,  1 992 


<$100 
Mnfion 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

All  Sizes 
Total 

Futures 

$    66 

$129 

$     472 

$    5,374 

$     6,041 

Options 

42 

491 

674 

6,527 

7,734 

Swaps 

11 

272 

1,497 

28,474 

30,253 

Total 

119 

892 

2,643 

40,374 

44,028 

Source:  GTS  Thrift  FinaiKial  fteports 
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Table  A-3 

Percent  of  Thrift  industry  that  Holds 
Off-Baiance-Sheet  Derivatives 

(percent  of  industry  in  each  size  class) 
September  30,  1 992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

%  of  Total 
Industry 

Futures 

0.2% 

0.4% 

1.1% 

8.1% 

0.9% 

Options 

0.4 

1.3 

5.5 

18.4 

2.6 

Swaps 

0.3 

2.9 

9.1 

46.3 

5.5 

OBS  Deriv 

0.9 

3.7 

14.6 

52.2 

7.2 

Source:  OTS  Thrift  Finandai  flepoas 


Table  A-4 

Total  Assets  of  Thrift  institutions 
Holding  Off-Baiance-Sheet  Derivatives 

(millions  of  dollars) 
September  30,  1 992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

All  Sizes 
Total 

Futures 

$    82 

$     430 

$     1,467 

$    59,885 

$    61,865 

Options 

305 

1,461 

8,033 

147,111 

156,911 

Swaps 

235 

3,005 

13,883 

355,181 

372,303 

Total 

622 

4,036 

21,857 

370,986 

397,500 

Source:  OTS  Thrift  Finarx:ial  Reports 
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Table  A-5 

Thrift  Industry  Holdings  of  Off-Balance-Sheet  Derivatives' 

(1989-  1992) 


$  Billions 
40 


30 


20 


10 


Swaps 

(Notional  Amount) 


$Billions 
12 


10 


Futures 

(Notional  Amount) 


8912    9012    9112    9209 


8912    9012    9112    9209 


$Billions 
8 


Options 

(Notional  Amount! 


8912  9012  9112  9209 


Off-Balance-Sheet  Total  Derivatives 

(Notional  Amount) 
$Billlons 
60 


50  -  - 


40  -  - 


30  -  - 


20 


10 


8912  9012  9112  9209 


*  Financial  data  for  thrifts  operating  throughout  the  four-year  period. 
Source:  OTS  Thrift  Financial  Reports 
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Table  A-6 


Number  of  Thrift  institutions  Holding  Different 
Types  of  iVlortgage  Derivative  Securities 

September  30,  1992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

Total 

CMOS 

265 

261 

179 

93 

798 

POs 

8 

7 

8 

11 

34 

lOs 

16 

^    16 

15 

16 

63 

Residuals 

1 

14 

18 

18 

51 

Total 

274 

268 

186 

99 

827 

Source:  0T5  Thiift  Rnancial  Reports 


Table  A-7 

Percent  of  Thirift  Industry  Holding 
IVlortgage  Derivatives  by  Size  of  Institution 

September  30,  1992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

Percent  of 
All  Thrifts 

CMOS 

27.29% 

46.11% 

64.86% 

65.96% 

40.84% 

POs 

0.82 

1.24 

2.90 

7.80 

1.74 

lOs 

1.65 

2.83 

5.43 

11.35 

3.22 

Residuals 

0.10 

2.47 

6.52 

12.77 

2.61 

Total 

28.22 

47.35 

67.39 

70.21 

42.32 

Source:  OTS  Thrift  Riwncial  Reports 
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Table  A-8 

Mortgage  Derivative  Securities  Holdings 
for  Different  Size  Classes  of  Thrifts 

(millions  of  dollars) 
September  30,  1 992 


<$100 
Million 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

All  Sizes 
Total 

CMOS 

$800 

$  2.642 

$  6,651 

$  24,006 

$  34,099 

POs 

2 

30 

31 

253 

315 

lOs 

1 

22 

21 

204 

249 

Residuals 

0 

15 

66 

108 

189 

Total 

803 

2,709 

6,768 

24,571 

34,851 

Source:  0T5  Thrift  Financial  Reports 


Table  A-9 

Mortgage  Derivatives  as  a  Percent  of 
Assets  of  Institutions  Holding  Derivatives 

September  30,  1 992 


<$100 
Milfion 

$100M- 
300M 

$300M- 
1  Billion 

>$1  Billion 

All  Sizes 
Total 

CMOS 

5.20% 

5.63% 

6.75% 

5.65% 

5.82% 

POs 

0.01 

0.06 

0.03 

0.06 

0.05 

lOs 

0.01 

0.05 

0.02 

0.05 

0.04 

Residuals 

0.00 

0.03 

0.07 

0.03 

0.03 

Total 

5.23 

5.77 

6.87 

5.79 

5.95 

Source:  OTS  Thr 

rift  Finafwiat  Rape 

ns 
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Office  of  Regulatory  Activities 


Thrift  Bulletin 


Section:  420 
TBI3 


Handbook:  Thrift  Activities 

Subjects:       Interest  Rate  Risk  Management 

January  26, 1989 

Responsibilities  of  the  Board  of  Directors  and  Management 
with  Regard  to  Interest  Rate  Risk 


Summary:  Managing  interest  rate  risk  is  an  essential  component  in  the  safe  and  sound  management  of  a  thrift 
institution.  This  Bulletin  provides  guidance  to  the  boards  of  directors  and  managements  of  insured  institutions 
about  their  responsibilities  in  this  area.  It  describes  the  internal  policies,  practices,  and  procedures  that  supervi- 
sory staff  will  expect  institutions  to  utilize  in  order  to  comply  vvith  the  existing  regulations  on  interest  rate  risk. 


For  Further  Infonnalion  Contact 
The  FHLBank  District  in  which  you 
are  located  or  the  Industry  Analysis 
Division  of  the  Offjce  of  Regulatory 
Activities,  Washington,  D.C,  (202) 
331-4511. 

Thrift  Bulletin  13 

Under  12  CFR  563.17-6  and  571  J,  an 
insured  institution's  board  of  direc- 
tors is  responsible  for  ensuring  the 
prudent  management  of  the  institu- 
tion's exposure  to  interest  rate  risk. 
In  addition,  §  563.17(a)  requires  safe 
and  sound  management  practices, 
of  which  the  management  of  interest 
rate  risk  is  an  essentia!  component. 
Since  the  adoption  of  the  current 
regulations  governing  interest  rate 
risk.  Federal  Home  Loan  Bank  Sys- 
tem (FHLDS)  staff  has  refined  and 
enhanced  the  System's  regulatory 
policies  and  procedures  with 
respect  to  the  interest  rate  risk  expo- 
sure of  insured  institutions.  This 
Bulletin  reflects  that  evolution  in 
regulatory  philosophy  and  presents 
guidance  on  the  responsibilities  of 
boards  of  directors  and  manage- 
ment regarding  interest  rate  risk. 

FHLBS    staff   will    expect   insured 

institutions  to  adopt  formal  interest 
rate  risk  policy  statements,  contain- 
ing the  elements  described  in  this 
Bulletin,  by  June  30,  1989.'  Institu- 
tions will  be  expected  to  implement 
those  policies  and  any  attendant 
changes  in  management  procedures 


by  December  31,  1989,  or  sooner 
where  Supervisory  Agents  believe  it 
to  be  warranted. 

Definition  of  Interest  Rate  Risk 

Interest  rate  risk  (IRR)  is  defined  as 
the  sensitivity  of  a  depository  insti- 
tution's earnings  and  net  asset  value 
to  changes  in  interest  rates.  IRR  can 
result  from  (a)  timing  differences  in 
the  repricing  of  an  institution's 
assets,  liabilities,  and  off-balance 
sheet  contracts;  (b)  the  exercise  of 
embedded  options,  such  as  loan  pre- 
payments, interest  rale  caps,  and 
deposit  withdrawals;  and  (c)  differ- 
ences in  the  behavior  of  lending  and 
funding  rates,  sometimes  referred  to 
as  basis  risk.  (An  example  of  the  lat- 
ter source  of  IRR  would  occur  if 
floating  rate  assets  and  liabilities, 
with  otherwise  identical  repricing 
characteristics,  were  based  on  mar- 
ket indexes  that  were  imperfectly 
correlated.) 

Tlie  earnings  of  most  thrift  institu- 
tions are  exposed  to  IRR  because 
their  deposit  liabilities  reprice  faster 
than  their  mortgage-related  assets. 
As  a  result,  if  interest  rates  rise,  the 
cost  of  funds  increases  more  rapidly 
than  the  yield  on  assets,  thereby 
iBducing  net  interest  income.  From 
a  market  value  perspective,  changes 
in  market  interest  rates  have  a 
greater  effect  on  the  present  value  of 
long-term,  fixed-rate  instruments 
than  on  that  of  short-term  instru- 


ments. If  an  institution's  assets  are 
of  longer  duration  than  its  liabilities, 
the  net  present  value  of  the  institu- 
tion's portfolio  will  decline  when 
interest  rates  rise. 

Objectives  of  IRR  Management 

The  objective  of  IRR  management  is 
to  maintain  an  institution's  earnings 
and  net  worth  within  self-imposed 
parameters  over  a  range  of  possible 
interest  rate  environments.  Institu- 
bons  will  differ  in  their  willingness 
to  assume  IRR,  their  management 
capability,  and  their  ability  to  absorb 
potential  losses.  As  with  other 
aspects  of  financial  management,  a 
trade-off  exists  between  risk  and 
return;  thus,  the  objective  of  IRR 
management  need  not  be  the  com- 
plete elimination  of  an  institution's 
exposure  to  changes  in  interest  rates. 
The  board  of  directors,  however,  has 
a  fiduciary  responsibility  for  ensur- 
ing that  the  level  of  IRR  exposure 
incurred  by  the  institution  does  not 
exceed  prudent  levels. 

Policies  and  Procedures  for 
Managing  IRR  at  Insured 
Institutions 

Managing  IRR  must  be  considered 
within  the  larger  context  of  business 
planning  (e.g.,  the  introduction  of 
new  products,  expansion,  the  pric- 
ing and  structuring  of  products  and 
services  [including  any  associated 
customer   options]).    Although    the 


1  This  Bulletin  applies  lo  ittsured  iitstilulions  and  any  subsidiaries  whicK  for  purposes  of  the  Thrift  Fmancial  Report,  are  reported  on  a  consoli- 
dated basis. 
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following  discussion  focuses  on  the 
responsibilities  of  tlie  board  of  direc- 
tors and  mar\agement  that  relate 
specifically  to  managing  IRR,  the 
discussion  is  not  meant  to  imply 
that  IRR  management  can  be  con- 
ducted in  isolation  of  other  business 
considerations.  Further,  although 
the  board  of  directors  ought  prop- 
erly to  be  concerned  with  the  expo- 
sure of  the  consolidated  organiza- 
tion and  will  undoubtedly  want  to 
assess  the  risk  exposure  of  that 
entity,  these  guidelines  pertain  to 
the  insured  institution  only. 

Responsibilities  of  the  Board  of 
Directors 

As  noted  above,  §  563.17(a)  requires 
insured  institutions  to  have  safe  and 
sound  management  practices.  The 
management  of  IRR  is  an  essential 
aspect  of  maruging  a  tlirift  institu- 
tion. The  board  of  directors  must, 
therefore,  ensure  tliat  the  institu- 
tion's policies  and  procedures  for 
managing  IRR  are  of  a  level  of 
sophistication  that  is  commensurate 
with  the  institution's  activities  and 
portfolio  and  that  the  institution's 
exposure  is  limited  to  a  prudent 
level.  More  specifically,  §  563.17-6 
holds  the  board  accountable  for  the 
IRR  exposure  of  the  institution  and 
requires  the  board  to  establish  a  for- 
mal policy  for  the  management  of 
IRR  and  to  review  the  results  of 
management's  implementation  of 
that  policy  on  at  least  a  quarterly 
basis. 

Board  of  directors'  policy  statement: 

The  board's  policy  statement  should 
delegate  responsibility  for  the  man- 
agement of  IRR  and  should  estab- 
lish limits  on  the  level  of  the  institu- 


tion's exposure.  Specific  authoriza- 
tions and  restrictions  should  be  pro- 
vided regarding  the  institution's 
trading  activities,  its  use  of  deriva- 
tives and  synthetic  instruments,  and 
its  hedging  strategies.  To  facilitate 
the  board's  oversight  of  manage- 
ment in  tliis  area,  the  policy  should 
specify  the  contents  of  manage- 
ment's reports  to  the  board  on  this 
subject  and  state  the  frequency  with 
which  the  directors  will  review  IRR 
management  (at  least  quarterly). 

Tlie  FHLDS  has  promulgated  sev- 
eral policy  statements  addressing 
instruments  or  strategies  that  can 
have  a  significant  effect  on  an  insti- 
tution's IRR  management.  These 
policy  statements  include: 

•  Risk  Controlled  Arbitrage 
(Memorandum  SP-74,  February 
16,  1988;  reprinted  in  United 
States  League  of  Savings  Institu- 
tions, Federnl  Guide,  H  11,762); 

•  Investment  Consultants  (Memo- 
randum R-70,  March  16, 1988); 

•  Mortgage  Derivative  Products 
and  Mortgage  Swaps  (Thrift 
Bulletin  TB  12,  December  13, 
1988). 

Because  of  their  connection  to  IRR, 
the  requirements  of  these  issuances 
should  be  of  interest  to  boards  of 
directors  in  framing  their  policies  on 
IRR. 

Exposure  limits: 

The  most  important  element  of  the 
board  of  directors'  policy  statement 
is  a  set  of  explicit  limits  on  the  insti- 
tution's exposure  to  IRR.  Because 
the  ability  to  control  IRR  requires  a 


clear  understanding  of  the  amount 
at  risk,  a  board  policy  in  which  the 
IRR  limit  is  expressed  only  in  terms 
of  repricing  gaps  will  no  longer  be 
considered  sufficient;  the  board 
must  be  aware  of  the  sensitivity  of 
the  institution's  eamings  and  net 
asset  value  to  interest  rate  changes. 

To  ensure  that  the  board  has  a  clear 
understanding  of  the  pxjssible  conse- 
quences of  the  IRR  exposure  being 
authorized,  the  institution's  IRR  pol- 
icy should  define  the  maximum 
potential  reduction  in  eamings  and 
net  worth  that  the  board  is  prepared 
to  accept  as  a  result  of  possible 
changes  in  market  interest  rates. 
Maruigement  should  structure  the 
institution's  balance  sheet  and  off- 
balance  sheet  items  so  that  projected 
results  (under  reasor\able,  docu- 
mented assumptions)  comply  with 
the  board's  limits. 

Specifically,  the  policy  should  estab- 
lish limits  on  the  sensitivity  of  the 
institution's  net  interest  income^ 
and  market  value  of  portfolio 
equity  ^  to  changes  in  interest  rates. 
That  is,  the  policy  should  specify  the 
maximum  percentage  change  the 
board  of  directors  is  prepared  to 
accept  in  those  two  measures  as  a 
result  of  a  parallel  shift  in  the  term 
structure  of  interest  rates  prevailing 
at  the  date  of  the  analysis.  These 
maximum  changes  should  be 
specified  for  instantaneous  and  sus- 
tained changes  in  interest  rates  of 
±100,  ±200,  ±300,  and  ±400  basis 
points  and  should  be  measured  rela- 
tive to  the  levels  of  net  interest 
income  and  portfolio  equity  under 
an  assumption  of  no  change  in  inter- 
est rates. * 


2  The  interest  rate  sensitivity  of  nc<  interest  incoinc  should  be  evaluated  over  at  least  the  next  four  quarters. 

3  The  market  value  of  portfolio  equity  (hereafter  also  referred  to  .is  "jxjrtfolio  equity")  is  dcfuied  as  ihe  net  present  value  of  an  institution's  existing 
assets,  liabilities,  and  off.baLince  sJied  ■nstrunicnl&  Tlie  .ip)vndix  to  this  bulletin  discusses  the  composition  and  calculation  of  this  measure  in 
more  detail 

4  These  particular  interest  rate  scenarios  provide  a  convei\ient  basis  for  analyzing  risk  exposure;  they  are  not  meant  to  be  interest  rate  forecasts.  It 
lias  twcome  standard  practice  in  Anancial  aixolysis  to  examiiw  the  impact  of  potenhal  rate  changes  of  these  magnitudes  on  the  value  of  financial 
instruments  and/or  portfolios. 
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Example  1 

XY2  Savings  &  Loan  Association 

Interest  Rate  Risk  Exposure  Limits 

(11 

[2]                               [3] 

Change  in 

Maximum  Permissible  Chanae  in: 

Interest  Rates 

Net  Interest  Income      Market  Value  of 

fin  basis  Doints> 

(Next  Four  Quarters)      Portfolio  Eauitv 

+400 

-125%                         -90% 

+300 

-75                             -50 

+200 

-50                             -25 

+100 

-20                             -10 

0 

0                                0 

-100 

-20                             -10 

-200 

-50                             -25 

-300 

-75                             -50 

-400 

-125                             -90 

Example  1  illustrates  a  possible  set 
of  exposure  limits  that  a  board  of 
directors  might  establish.  In  the 
example,  the  directors  of  XYZ  Sav- 
ings and  Loan  have  specified  that 
the  institution's  exposure  be  limited 
so  that,  for  each  interest  rate  ctiange 
listed  in  column  [1]  of  the  table,  the 
institution's  net  interest  income 
would  be  reduced  by  no  more  than 
the  percentage  shown  in  column  [2], 
and  its  market  value  of  portfolio 
equity  would  be  reduced  by  no 
more  than  the  percentage  in  column 
[3].  For  example,  if  the  nurket  value 
of  XYZ's  portfolio  equity  were 
$1,000  under  current  market  interest 
rates,  management  would  have  to 
limit  the  institution's  IRR  exposure 
so  that  an  immediate  increase  in 
interest  rates  of  400  basis  points  (col- 
umn [1],  line  1)  would  reduce  port- 


folio equity  by  no  more  than  90  per- 
cent (column  [3],  line  1),  to  a  level  of 
$100.  Similarly,  if  XYZ's  net  interest 
income  were  projected  to  be  $400 
under  a  constant  rale  environment, 
then  management  would  have  to 
limit  tlie  institution's  exposure  so 
that  a  400  basis  point  increase  in 
interest  rates  (again,  column  [1],  line 
1)  would  reduce  net  interest  income 
by  no  more  than  125  percent  (col- 
umn [2],  line  1),  to  no  worse  than 
-$100  (i.e.,  $400  x  [1  +  (-125/100)]  = 
-$100). 

The  maximum  permissible  reduc- 
tion in  net  interest  income  and  port- 
folio equity  are  for  the  board  of 
directors  to  determine.  The  lower 
the  board's  desired  level  of  interest 
rate  sensitivity,  the  closer  to  zero  it 
should  set  these  percentages.  Note, 


for  instance,  that  in  column  [3]  of 
the  example,  XYZ's  board  has  estab- 
lished limits  that  would  enable  the 
market  value  of  the  institution's 
portfolio  to  withstand  an  instantane- 
ous and  sustained  interest  rate 
change  of  400  basis  points  in  either 
direction.  ^ 

The  technical  details  of  implement- 
ing such  a  policy  —  e.g.,  choosing  a  < 
discount  rate  for  computing  changes 
in  market  value,  ensuring  reason- 
able assumptions  about  the  behav- 
ior of  customer  options,  and  validat- 
ing the  overall  computations  —  may 
be  left  to  nnanagement  All  assump- 
tions should  be  documented  and  the 
board  should,  as  part  of  its  over- 
sight function,  periodically  assure 
itself  that  they  are  reasonable. 

Finally,  note  that  the  example 
specifies  the  maximum  permissible 
percentage  reductions  under  both 
positive  and  negative  changes  in 
interest  rates.  Although  the  net 
interest  income  and  portfolio  equity 
of  most  thrift  institutions  would 
increase  in  a  declining  interest  rate 
environment,  it  is  clearly  possible 
for  the  opposite  situation  to  exist 
(i.e.,  for  an  institution  to  be  "asset 
sensitive").  There  is,  of  course,  no 
need  for  the  board  of  directors  to  set 
the  exposure  limits  symmetrically 
around  a  zero  percent  change  in 
rates,  as  in  Example  1.  It  should 
establish  the  exposure  limits  in 
whatever  corifiguration  best  reflects 
the  board's  views  on  what  consti- 
tutes a  prudent  level  of  exposure, 
based  upon  the  institution's 
nnancial  condition  and  its  expertise 
in  managing  IRR. 


5  As  an  institution's  projected  7k<  interest  income  (under  coi^tont  interest  rates)  or  portfolio  equity  approach  zero,  ttie  tx>ard  of  directors  will  need 
to  be  aware  that  its  limits  on  IRR  exposure,  expressed  as  maximum  allowable  percentage  changes  in  these  two  measures,  will  effectively  become 
more  stringent  and  may  require  adjustincnL 

Institutions  with  negative  prt3)ectcd  net  interest  income  (under  constant  rates)  should  calculate  their  percentage  changes  by  dropping  the  negative 
sign  of  the  denominator  (ix^  by  using  the  at>soItite  value  of  the  denomirutor).  For  example,  assume  an  tnstitubon's  net  interest  income  is  projected 
to  t>e  -SlOO  for  the  next  four  quarters  under  a  constant  interest  rale  environment  If  ttie  board  of  directors  were  unwilling  to  see  net  interest  income 
fall  below  -$150  under  a  particular  interest  rate  scenario,  it  would  specify  the  exposure  limit  for  that  sceiurio  as  -50%.  That  is. 


I-S150- (-5100)1x100 
SlOO 


=  -50%. 
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Periodic  review  of  IRR  management-. 

Periodic  reports  by  management  to 
the  board  of  directors  should  dem- 
orutrate  compliance  with  the  expo- 
sure limits.  Reports  by  management 
should,  therefore,  include  an  analy- 
sis of  how  net  interest  income  and 
the  market  value  of  portfolio  equity 
would  be  affected  by  the  hypotheti- 
cal interest  rate  changes  specified  in 
the  board's  policy. 

Example  2  illustrates  the  type  of 
interest  rate  sensitivity  analysis  that 
management  should  prepare  in 
order  to  demonstrate  compliance 
with  its  board's  exposure  limits.  In 
columns  [3]  and  [5]  of  the  example, 
XYZ's  management  is  reporting  that 
neither  net  interest  income  nor  port- 
folio equity  would  be  reduced  by 
more  than  the  percentages  permit- 


ted by  tlie  board  of  directors,  shown 
in  columns  [2]  and  [4],  under  any  of 
the  prescribed  interest  rate  environ- 
ments. Finally,  the  levels  of  net 
interest  income  and  portfolio  equity 
used  as  denominators  in  calculating 
colinnns  [3]  and  [5]  should  be 
reported  as  memo  items. 

Clearly,  measurements  of  the  sensi- 
tivity of  the  institution's  net  interest 
inccnne  and  portfolio  equity  will  be 
necessary  for  management  to  dem- 
onstrate compliance  with  the  board 
of  directors'  limits  on  exposure  (as 
in  columns  (3]  and  [5]  of  Example 
2).  The  FHLDS  will  calculate  esti- 
mates of  these  sensitivity  measures 
using  data  reported  on  Section  H  of 
the  "Thrift  Financial  Report  and  will 
provide  those  estimates  to  each 
insured  institution. 


Current  Exposure  of  XYZ  Savings 

&  Loan  Association 

to  Hypothetical  Changes  in 

Interest  Rates 

Ml 

12] 

[31 

(41 

[5] 

Percental  Change  in; 

Change  in 

Net  Interest  Inrome 

MV  of  Portfolio  Eauitv            | 

Interest  Rates 

Board 

Projected 

Board 

Projected 

(in  t)?Sis  ppints) 

Limit 

Chanoe 

Limit 

Chanae 

+400 

-125%       -105% 

-90% 

-85  % 

+300 

-75 

-70 

-50 

-40 

+200 

-50 

-30 

■25 

-15 

+100 

-20 

-10 

-10 

-5 

0 

0 

0 

0 

0 

-100 

-20 

15 

-10 

10 

-200 

-50 

35 

-25 

15 

-300 

-75 

40 

-50 

15 

-400 

-125 

45 

-90 

20 

Memo: 

Net  interest  income  projected  under  constant  interest  rales:    $  400 

Market  value  of  portfolio 

equity  under  ctjrrent  interest  rates:  $1,000 

All  thrift  institutions  are  strongly 
encouraged  to  develop  the  capabil- 
ity of  perfomrung  those  sensitivity 
measures  for  themselves,  both  to 
improve  the  quality  of  inforrrution 
being  supplied  to  their  boards  of 
directors  and  to  improve  manage- 
ment's ability  to  manage  the  institu- 
tion's exposure  to  interest  rate  risk. 
Nonetheless,  because  these  meas- 
urement techiuques  are  not  pres- 
ently in  widespread  use  in  the  thrift 
industry,  the  managements  of  most 
institutions  may  opt  to  rely  on  the 
FHLBS's  interest  rate  sensitivity  esti- 
mates to  demonstrate  compliance 
with  their  directors'  exposure  limits. 

Institutions  with  assets  in  excess  of 
$500  million  or  investing  in  high 
risk  mortgage  derivative  products 
will  not  be  permitted  to  rely  solely 
on  the  FHLBS's  exposure  estimates. 
Such  institutions  should  have  the 
management  information  systems 
necessary  to  f)erform  the  required 
interest  rate  sensitivity  measure- 
ments. They  will,  therefore,  be 
expected  to  be  able  to  generate  relia- 
ble net  interest  income  and  market 
value  sensitivity  measures  by 
December  31,  1989.*  In  addition. 
Supervisory  Agents  have  the  discre- 
tion to  require  other  institutions  to 
develop  such  a  measurement  capa- 
bility. Typically,  this  will  be 
required  of  institutions  with  sub- 
stantial volumes  of  options,  futures, 
or  interest  rate  swaps,  or  that  other- 
wise have  a  complex  asset/liability 
profile. 

Because  any  system  of  IRR  manage- 
ment will  rely  on  certain  assump- 
tions, management  should  demon- 
strate to  the  board,  and  document, 
that  the  assumptions  underlying  its 
interest  rate  sensitivity  analysis  are 
reasonable.  For  example,  manage- 
ment would  need  to  explain  how 
prepayments  would  be  expected  to 
behave  under  the  various  interest 
rate  changes  and  how  they  would 


6  Supervisory  Agents  may  extend  tWs  deaillinc  for  institutions  thai  arc  making  good  failti  efforts  to  develop  Ibe  necessary  data  processing  systems 
and  technical  abiiibes. 
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affect  the  sensitivity  measures/  If 
more  elaborate  sensitivity  analysis 
is  used  by  the  institution  than  is  pre- 
scribed by  these  guidelines,  the 
assumptions  being  nvde  in  that 
aiwlysis  should  be  discussed  with 
the  board  and  documented. 

The  board  of  directors  should  also 
consider  requiring  management  to 
reconcile  actua]  operating  results 
and  market  values  with  those  pro- 
jected in  the  prior  period's  interest 
rate  sensitivity  analysis.  Analyzing 
the  sources  of  variance  between 
actual  and  forecast  will  be  beneficial 
not  only  in  improving  the  institu- 
tion's financial  forecasting  ability, 
but  will  add  to  the  board's  under- 
standing of  the  major  factors  driv- 
ing the  institution's  exposure  to 
interest  rates  and  the  variability  of 
those  factors.  This  exercise  will  also 
highlight,  for  the  board,  any  de  facto 
changes  in  the  institution's  business 
plan. 

Responsibilities  of  Management 

Management  is  responsible  for 
structuring  the  institution's  balance 
sheet  and  off-balance  sheet  transac- 
tions in  a  manner  consistent  with 
the  board's  IRR  policy.  Management 
will  accomplish  this  objective 
through  three  activities: 

•  Developing  and  implementing 
an  IRR  management  strategy; 

•  Establishing  and  maintaining  a 
system  of  limits  and  controls; 
and 

•  Establishing  and  utiiLzing  an 
IRR  measurement  system. 

IRR  management  strateg\': 

The  board  and  management  are 
responsible  for  ensuring  the  safety 
and  soundness  of  the  institution's 


IRR  management  strategy  and  its 
implementation.  In  deciding  upon 
an  IRR  strategy',  the  board  and  man- 
agement should  take  into  account 
the  level  of  expertise  needed  to 
implement  the  strategy  and  whether 
such  expertise  is  currently  available 
in  tlie  institution.  A  prudent  IRR 
management  strategy  should  be 
within  the  scope  of  existing  manage- 
ment expertise.  If  an  institution 
requires  outside  assistance  to  for- 
mulate and  implement  such  a  strat- 
egy, it  should  observe  the  provi- 
sions of  R-Memorandum  Number 
70  (Investment  Consultants:  Guide- 
lir>es  on  Use  of  Such  Consultants, 
and  .Monitoring  and  Controlling 
Their  Activities).  That  is,  manage- 
ment must  understand  fully  the  rea- 
sons for  adopting  a  given  strategy 
and  its  possible  effects  on  the  short- 
term  and  long-term  financial  health 
of  the  institution.  Responsibility  for 
such  decision-making  cannot  be 
ceded  to  the  consultant. 

There  may  be  circumstances  in 
which  steps  taken  to  manage  IRR 
conflict  with  or  limit  an  institution's 
ability  to  attain  other  business  goals. 
In  order  to  ensure  that  such  conflicts 
are  minimized,  management's  IRR 
strategy  should  be  developed  in 
conjunction  with  the  creation  of  a 
comprehensive  business  plan  for  the 
institution.  Further,  an  institution's 
strategy  to  remedy  an  excessive  IRR 
exposure  should  not  rely  on  specu- 
lative or  problematic  plans  that 
might  result  in  excessive  credit  or 
liquidity  risk. 

Limits  and  controls: 

Management  must  control  the  insti- 
tution's operating  activities  so  that 
the  aggregate  IRR  exposure  may  be 
coordinated  and  brought  into  com- 
pliance with  the  board's  policy.  The 
diverse  investment,  lending,  fund- 
ing, and  capital  market  activities  of 


TB13 

the  institution  must  be  conducted 
within  a  system  of  reporting  and 
controls  that  will  permit  manage- 
ment to  monitor  and  manage  the 
overall  IRR  exposure  of  the  institu- 
tion. 

Furthermore,  certain  units  within 
the  typical  institution  have  the  abil- 
ity to  affect  the  institution's  IRR 
exposure  quite  rapidly.  Typically 
these  are  units  involved  in  capital 
markets  activities.  Because  of  the 
significant  potential  impact  such 
activities  can  have  on  the  institu- 
tion's exposure  and  the  speed  with 
which  they  can  be  consummated, 
management  should  establish  expo- 
sure limits  on  such  units  and  their 
jjersonnel.  A  timely  means  of  moni- 
toring compliance  with  those  expo- 
sure linnits  is  essential.  The  longer 
the  lag  between  the  possible  estab- 
lishment of  an  undesired  or  unau- 
thorized exposure  and  manage- 
ment's ability  to  reverse  that 
exposure,  the  greater  is  the  possibil- 
ity of  loss. 

IKR  measurement: 

An  essential  element  of  managing 
IRR  is  the  ability  to  measure  interest 
rate  exposure  accurately.  Manage- 
ment has  the  responsibility  to  use  a 
method  of  measurement  that  accu- 
rately assesses  its  exposure  to  IRR. 
The  state  of  knowledge  about  asset/ 
liability  rrunagement  has  advanced 
rapidly  in  recent  years  and  the 
development  of  measurement  tech- 
niques, such  as  duration  and  simu- 
lation models,  has  greatly  enhanced 
the  ability  of  depository  institutions 
to  measure  arHl  maruge  their  IRR 
exjx)sures. 

As  previously  discussed,  most  insti- 
tutions will  be  permitted  to  rely  on 
the  exposure  estimates  calculated  by 
the  FHLBS.  These  estimates  will 
generally    be    less    accurate    than 


7  Managements  using  U>e  FHLBS  estimate  measurvs  of  interest  rate  sensitivity  should  coixluct  a  similar  discussion  with  Iheir  directors  in  order  to 
appnse  them  of  the  rcliabijity  of  those  estimates. 
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measures  generated  using  detailed 
internal  data  and  based  upon  an 
institution's  own  informed  assump- 
tions. Moreover,  because  of  report- 
ing lags,  the  FHLB's  estimates  will 
not  be  as  current  as  an  institution's 
intemally  generated  exposure  meas- 
urements would  be.  It  is,  therefore, 
strongly  recommended  tliat  all  thrift 
institutions  develop  the  capability  to 
calculate  their  own  measures  of 
exposure  to  interest  rate  risk. 

The  measures  and  procedures  pre- 
sented in  this  Bulletin  are  not 
intended  to  preclude  institutions 
from  engaging  in  other  techniques 
of  measuring  and  managing  IRR. 
On  the  contrary,  the  interest  rate 
sensitivity  measures  prescribed 
above  should  be  considered  the 
minimum  level  of  information 
needed  by  the  board  of  directors  in 
order  to  oversee  the  management  of 
IRR  effectively. 

Regulatory  Concerns 

There  are  four  circumstances  that 
would  cause  regulatory  concern:  (a) 
a  nonexistent  or  incomplete  IRR  pol- 
icy, (b)  unacceptably  high  limits  on 
IRR  exposure,  (c)  noncompliance 
with  the  board  of  directors'  IRR  pol- 
icy, and  (d)  weaknesses  in  manage- 
ment reporting  systems  or  internal 
controls. 

Nonexistent  IRR  Policy 

The  first  cause  for  regulatory  con- 
cern is  the  absence  of  a  written  IRR 


policy  or  a  policy  that  lacks  one  or 
more  of  the  elements  discussed  in 
the  section,  "Board  of  directors'  pol- 
icy statement".  As  noted  above, 
existing  regulation  requires  the 
board  of  directors  to  adopt  a  policy 
for  the  management  of  IRR.  If  such 
a  policy  is  nonexistent  or  fails  to 
address  relevant  policy  issues,  the 
institution  may  be  in  violation  of 
§  563.17-6,  and  the  situation  will  be 
treated  in  the  same  manner  as  other 
possible  violations  of  regulation. 

llnnccc}>table  Limits  on  IRR  Exposure 

The  board  of  directors  has  a 
fiduciary  responsibility  to  operate 
the  institution  in  a  safe  and  sound 
manner.  It  should,  therefore,  estab- 
lish and  ensure  compliance  with 
prudent  limits  on  IRR  exposure. 
Generally,  such  limits  should  not 
permit  an  exposure  that  has  the 
potential  to  deplete  net  worth  to  a 
level  below  the  regulatory  mini- 
mum or  to  eliminate  the  market 
value  of  the  institution's  portfolio 
equity  under  plausible  changes  in 
interest  rates.  * 

If  regulatory  staff  determines  that 
excessive  exposures  are  permitted 
by  the  board's  IRR  policy,  or  if  the 
institution  fails  to  take  appropriate 
action  to  reduce  such  an  existing 
exposure,  the  board  of  directors  will 
be  apprised  of  these  findings  and  be 
given  adequate  opportunity  to 
respond  to  the  assessment  of  the 
regulatory  staff.  If,  following  consid- 
eration oi  the  institution's  response. 


the  Principal  Supervisory  Agent 
believes  that  the  institution's  IRR 
exposure  is  inappropriate,  and  if  the 
institution  fails  to  take  remedial 
steps,  enforcement  action  will  be 
taken. 

Noncompliance  with  Board  c^  Direc- 
tors' IRR  Policy 

If  an  institution's  IRR  exposure  is 
found  to  exceed  the  limits  estab- 
lished by  the  board  of  directors,  cor- 
rective measures  (e.g.,  improved 
reporting  systems,  intensified  board 
oversight)  should  be  taken  in  order 
to  prevent  a  recurrence  of  the  situa- 
tion. If  the  excessive  exposure  was 
the  result  of  intentional  decisions  by 
management  to  exceed  the  board's 
limits,  appropriate  disciplinary 
action  should  be  taken  by  the  board 
of  directors. 

Weaknesses  in  Reporting  or  Internal 
Controls 

The  final  source  of  possible  concern 
is  an  institution  with  weaknesses  in 
its  IRR  management  practices  and 
procedures  (e.g.,  poor  measurement 
systems,  weak  internal  controls). 
While  such  an  institution's  exposure 
may  not  be  excessive  at  present, 
deficiencies  in  IRR  management 
allow  for  the  possibility  that  exces- 
sive exposures  may  develop  in  the 
future.  The  identified  weaknesses 
will  be  discussed  v^th  the  institu- 
tion's board  and  management,  and 
an  acceptable  plan  to  correct  them 
will  be  required. 


8  Some  troubled  institutions  have  limited  scope  to  reduce  that  IRR  exposure.  Supervisory  Agents,  therefore,  have  discretion  to  modify  the  guide- 
lines in  this  bulletin  for  institutions  opcciting  under  Consent  Agreements  or  Special  Agreements  In  dctennining  whether  such  an  institution's 
exposure  is  excessive  from  a  regulatory  perspective,  Supcr\'isory  Agents  should  review  the  available  alternatives  for  reducing  the  insbtution's 
exposure  and  the  impact  those  alternatives  would  ha\'e  on  the  institution's  fuiaiiaal  conditioa  The  Supervisory  Agent's  decision  should  be  com- 
municated to  the  institution's  board  and  documented.  Such  an  institution  should,  nonetheless,  otherwise  comply  with  the  guidelines  in  this  bulle- 
tin. In  particular,  its  t)oard  of  directors  »viU  be  exjxicted  to  moint.iin  exposure  limits  (albeit  possibly  high  ones)  and  its  management  will  be 
expected  to  measure  and  report  tlic  institution's  current  interest  rale  exposure. 


—  Darrel  W.  Dochow,  Executive  Director 
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Calculating  the  Market  Value  of  Portfolio  Equity 


The  market  value  of  portfolio  equity  ("portfolio  equity") 
is  a  key  component  of  a  depository  irwtitution's  eco- 
nomic value.  As  is  discussed  below,  portfolio  equity  is 
defined  as  thie  net  present  value  of  assets,  liabilities,  and 
off-balance  sheet  cctfitracts. 

The  interest  rate  sensitivity  of  portfolio  equity  is  an 
important  measure  of  IRR.  Since  portfolio  equity 
includes  the  present  value  of  the  future  cash  flows 
resulting  from  all  currently  t>ooked  instruments,  it  pro- 
vides a  leading  indicator  of  an  institution's  future  stream 
of  net  interest  income.  This  allows  management  to  take  a 
longer-term  perspective  on  IRR  management  without. " 
having  to  examine  the  effects  of  a  particular  portfolio 
structure  on  net  interest  income  in  each  individual 
future  period;  the  change  in  portfolio  equity  thereby  pro- 
vides a  compact  measure  of  those  futureeffects. 

The  interest  rate  sensitivity  of  portfolio  equity  is  also 
highly  relevant  from  a  regulatory  perspective,  since  it 
measures  the  potential  effect  of  interest  rale  changes  on 
the  major  component  of  an  institution's  economic  value. 
Economic  value  is  an  important  consideration  for  all 
thrifts,  but  it  is  an  especially  importzmt  consideration 
with  regard  to  marginally  solvent  institutions,  since 
changes  in  portfolio  equity  have  a  direct  bearing  on  the 
potential  cost  of  disposing  of  such  institutions,  should 
they  fail 

Qilculating  the  Market  Vnhte  of  Portfolio  Eipiitij 

The  general  formula  for  calculating  the  market  value  of 
portfolio  equity  is  as  follows: 

Market  value  of  portfofio  equity  = 

Present  value  of  cash  flows  from  existing  assets 
mimis  the  present  value  of  cash  flows  from  existing 
liabilities 

plus  the  present  value  of  cash  inflows  from  existing 
off-balance  sheet  contracts 

mimts  the  present  value  of  cash  outflows  from  exist- 
ing off-balance  sheet  contracts. 

Computing  changes  in  the  market  value  of  portfolio 
equi^  will  clearly  require  an  institution  to  make  a  num- 
ber of  assumptions.  Management  should  ensure  tliat  all 
assumptions  are  reasoruble  and  are  documented.  The 
following  discussion  pnn'ides  some  guidance  in  calcu- 
lating portfolio  equity  and  in  making  tlie  necessary 
assumptions. 

Cash  flows  to  be  included  in  the  nvirket  value 
calculatio(\: 

•     cash  and  deposits  with  other  TmarKial  institutions; 


•  expected  receipts  (principal  and  interest)  associated 
with  existing  loaru,  leases,  participations,  and  secur- 
ities (regardless  of  whether  held  for  investment  or 
trading  purposes); 

•  expected  payments  of  principal  and  interest  asso- 
ciated with  existing  deposits  and  borrowings 
(including  subordinated  debt); 

•  expected  payments  of  dividends  on  all  preferred 
stock; 

•  expected  cash  inflows  and  outflows  associated  with 
existing  futures,  swaps,  options,  and  firm  and 
optional  commitments  to  originate,  purchase,  and 
sell  Hnancial  irutruments;  aiKl 

•  any  other  well-defmed,  contractual  cash  flows 
resulting  from  existing  finartcial  contracts,  such  as 
loan  servicing  agreements. 

Adjustments  to  cash  flows  due  to  customer  options: 

Future  cash  flows  on  the  items  listed  above  may  be 
greatly  affected  by  the  existence  of  customer  options, 
such  as  loan  prepayments,  caps,  or  deposit  withdrawals. 
The  institution  will  need  to  make  assumptions  about 
how  customer  options  will  be  exercised  urtder  different 
interest  rates  and  adjust  the  scheduled  cash  flows 
accordingly. 

Assets  to  be  included  at  book  value: 

It  is  difficult  to  calculate  the  present  value  of  many  of  the 
assets  and  liabilities  of  thrift  institutiorw  because  of 
uncertainty  about  the  timing  and  the  amount  of  their 
cash  flows.  To  avoid  unduly  complicating  the  IRR  meas- 
urement process  at  this  early  stage  of  implementation,  it 
may  reasonably  be  assumed  that  the  present  values  of 
some  items  will  not  l>e  affected  by  changes  in  the  level  of 
interest  rates.  This  assumption  is  most  easily  incorpo- 
rated into  the  arulysis  by  assuming  that  the  present 
value  of  such  items  remains  at  book  value  (net  of  any 
associated  valuation  allowance),  regardless  of  the  inter- 
est rate  scenario.  In  calculating  the  percentage  change  in 
the  market  value  of  portfolio  equity,  therefore,  the 
present  value  of  the  following  assets  should  generally  be 
assumed  to  l>e  equal  to  their  book  value  (net  of  any  asso- 
ciated valuation  allowance),  regardless  of  the  level  of 
interest  rates: 

•  fixed  assets; 

•  repossessed  assets; 
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•  real  estate  held  for  development,  investment,  or 
resale;  and 

•  assets  of  which  any  portion  is  classified  as  doubtful 
or  loss. 

Cash  flows  to  be  excluded  from  the  market  value 
calculation: 

The  following  types  of  cash  flows  sttould  generally  be 
excluded  from  the  calculation  of  portfolio  equity: 

•  anticipated  loan  fees  or  iervice  charges,  other  than 
those  that  may  reasonably  be  expected  in  connection 
with  existing  assets  or  liabilities  or  in  connection 
with  existing  commitments; 


anticipated    non-interest    expenses    (e.g., 
occupancy  expenses,  income  taxes);  and 


salaries. 


•  future  dividends  (except  preferred  dividends)  to  be 
paid  to  or  received  from  irtdividuals  or  corporations 
(including  service  corporations  or  otlier  unconsoli- 
dated affiliates). 

In  addition,  certain  other  balance  sheet  entries  tliat  are 
appropriate  urKler  Regulatory  Accounting  Principles 
should  t>e  excluded  from  the  calculation  of  the  market 
value  of  portfolio  equity.  These  are  accounting  entries 


intended  to  delay  the  recognition  of  income  or  expense 
cash  flows  that  actually  occurred  in  the  past,  such  as: 

•  deferred  loan  fees,  unamortized  premiunu,  or  unac- 
creted  discounts; 

•  fees  paid  on  options; 

•  deferred  gains  or  losses  on  futures  or  optior\s  or 
deferred  gair\s  or  losses  on  the  sale  of  assets;  and 

•  goodwill. 

Method  of  discounting: 

A  number  of  alternative  discount  rate  configurations  are 
possible,  ranging  from  discounting  all  cash  flows  by  a 
single  "average"  discount  rate,  to  configuratior\s  in 
which  different  discount  rates  are  used  for  each  cash 
flow.  The  costs  emd  benefits  of  one  method  versus 
another  will  differ  for  each  institution.  The  responsibility 
for  choosing  a  particular  discounting  method  resides 
with  the  institution.  Like  other  assumptions  necessary  to 
the  analysis,  the  details  of  the  method  that  is  chosen,  and 
the  rationale  for  choosing  it,  should  be  documented. 
Finally,  to  assure  an  unbiased  analysis,  the  method  of 
discounting  should  be  applied  by  the  ir\stitution  in  a 
consistent  manner  over  time.  Any  changes,  and  the  rea- 
sons for  them,  should  l>e  well  documented. 
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Interest  Rate  Risk  Exposure  Report 

The  Interest  Rate  Risk  Exposure  Report  tviU  be  prepared  by  OTS  on  a  ipiarterly  basis  for  every  thrift  institution. 
The  report  is  arranged  asfoUoius. 


1.   Summary  of  Contents 


Page  1:  Summary  Page 

This  page  provides  summary  infonnation  about 
the  association's  estimated  interest  rate  exposure 
measured  in  terms  of  maturity  gaps  and  in  terms 
of  the  sensitivity  of  the  market  value  of  portfolio 
equity  (MVPE). 

The  summary  page  also  permits  simple  trend 
analysis  by  providing  infonnatitm  on  the  in- 
stitution's exposure  in  the  prior  quarter  and  in 
the  same  quarter  in  the  prior  year. 

Pages  2-3:  Market  Value  Estimates  by 
Interest  Rate  Scenario 

These  pages  present  detailed  information  about 
the  institution's  MVPE  by  providing  separate 
market  value  estimates  for  the  major  Xjpes  of  as- 
sets, liabilities,  and  off-balance  sheet  instruments 
composing  the  institution's  portfolio.  These  es- 
timates are  displayed  for  each  of  nine  interest 
rate  scenarios:  actual  end-of-quarter  interest 
rates  and  eight  hypothetical  rases  in  which  inter- 
est rates  are  moved  up  or  down  by  100,  200, 300, 
or  400  basis  points. 

Because  pages  2  and  3  are  unfamiliar  to  you,  the 
second  p£irt  of  this  Attachment  provides  a  de- 
tailed description  of  their  contents. 

Pages  4-7:  Gap  Analysis  (with 
Prepayment  Assumptions  Applied) 

These  pages  provide  detailed  information  about 
the  composition  of  the  institution's  maturity 
gaps.  The  amount  of  priiicipal  inflow  or  outflow 
exj>ected  in  each  maturity /repricing  "bucket"  is 
displayed  for  major  types  of  assets^  liabilities, 
and  off-balance  sheet  instruments. 


Pages  8-10:  Schedule  MR  'image 
Report" 

These  pages  contain  the  raw  data  reported  by  the 
institution  on  Schedule  MR  of  its  Thrift  Financial 


Report   The  OTS  exposure  estimates  are  based 
on  this  iriformation. 


Page  1 1 :  Gap  Report  National 
Prepayment  Assumptions 

This  page  displays  the  assumption  made  by 
OTS  about  mortgage  prepayment  rates  smd  de- 
posit decay  rates  in  calculating  the  maturity 
gaps. 

II.  Description  of  Market  Value 
Estimates 

Detailed  information  about  the  institution's  mar- 
ket value  of  portfolio  equity  (MVPE)  is  pre- 
sented on  pages  2  and  3  of  the  Interest  Rate  Risk 
Exposure  Report  All  dollar  amounts  are  in 
thousands. 

Each  section  provides  the  estimated  market  val- 
ue of  major  typ>es  of  financial  irutruments  under 
nine  interest  rate  scenarios.  In  the  sample  report 
for  XYZ  Savings  Bank,  the  iiUerest  rate  scenarios 
are  shown  in  block  "A."  The  center  column,  la- 
beled "Current  Market,"  represents  the  estimat- 
ed market  value  of  each  instrument  under  the 
interest  rate  environment  in  effect  at  the  eiul  of 
the  quarter.  The  columns  to  either  side  of  the 
Current  Market  rate  column  represent  market 
values  vmder  hypothetical  interest  rate  environ- 
ments in  which  the  actual  end-of-quarter  yield 
curve  has  been  shifted  up  or  down  by  amounts 
ranging  from  100  to  400  basis  points. 

For  example,  in  the  Assets  section  on  p>age  2,  the 
line  labeled  "B"  lists  the  estimated  market  value 
of  the  institution's  fixed-rate  residential  mort- 
gages under  each  of  the  nine  sceruuios.  Thus,  the 
OTS  estimates  that  the  current  nurkel  value  of 
those  mortgages  is  $2,032.8  miIliot\.  If  interest 
rates  increase  by  200  basis  points,  the  value  of 
those  mortgages  would  be  orUy  $1,861.0  million, 
a  decline  of  $171.8  million.  Conversely,  a  200  ba- 
sis point  fell  in  interest  rates  would  result  in  an 
estimated  market  value  of  $2,155.1  million  for 
those  mortgages,  an  increase  of  $122.4  million. 
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Continued 


Similar  market  value  estimates  are  presented  on 
page  2  for  each  of  the  other  major  types  of  assets. 
The  total  market  value  of  all  assets  is  shown  for 
each  of  the  nine  rate  scenarios  and  printed  on  the 
last  line  of  the  page  (labeled  "C").  Thus,  the  es- 
timated market  value  of  XYZ  Savings  Bank's  to- 
tal assets  under  current  market  interest  rates  is 
$9^1.8  million.  If  interest  rates  increase  by  200 
basis  points,  that  market  value  would  fall  to 
$8,815.5  million.  If,  on  the  other  hand,  rates  fall 
by  200  basis  points,  the  market  value  of  XYZ  Sav- 
ings Bank's  assets  would  rise  to  $9,568.9  miUioa 

The  presentation  of  the  estimated  market  values 
of  Liabilities  appears  on  page  3  and  is  very  sim- 
ilar to  that  of  assets.  Thus,  the  estimated  market 
value  of  each  of  the  major  types  of  liabilities  is 
displayed  for  the  actual  cmd  hypothetical  interest 
rate  scenarios  The  total  market  value  of  XYZ 
Savings  Bank's  liabilities  is  presented  for  each  in- 
terest rate  scenario  on  line  "D.' 

The  market  value  of  Off-Balance  Sheet  Con- 
tracts is  also  presented  on  page  3,  below  the  li- 
abilities section.  The  only  notable  difference  be- 
tween these  instruments  and  those  already 
described  is  that  the  market  value  of  a  given 
portfolio  of  off-balance  sheet  contracts  can  be  ei- 
ther positive  or  negative,  depending  on  the  inter- 
est rate  scenario.  For  example,  XYZ  Savings 
Bank  has  a  position  in  swaps  (receive  floating) 


for  which  OTS  estimates  the  current  market  val- 
ue to  be  -$4.3  million  (center  column  of  line  "E"). 
In  other  words,  the  institution  currently  has  a 
loss  on  its  swap  positioi\.  If  interest  rates  were 
to  fall  by  200  basis  points,  that  loss  would  in- 
crease to  -$8.8  million.  If  interest  rates  rise  by 
200  basis  points,  however,  the  swap  position 
would  become  profitable,  with  a  market  value  of 
$0.2  million.  The  net  market  value  of  all  off- 
balance  sheet  contracts  is  shown  for  each  interest 
rate  scenario  on  line  "F." 

Finally,  the  Meirket  Value  of  Portfolio  Equity  is 
calculated  for  each  interest  rate  scenario  and  pre- 
sented in  the  line  labeled  "G."  MVPE  is  equal  to 
the  net  market  value  of  a  firm's  existing  assets, 
liabilities,  and  off-balance  sheet  instruments. 
Therefore,  MVPE  is  calculated  as  the  market  val- 
ue of  assets  (line  "C")  minus  the  market  value  of 
liabilities  Qit\e  "D"),  plus  the  net  market  value  of 
off-balance  sheet  items  (line  "F").  For  XYZ  Sav- 
ings Batik,  the  MVPE  under  current  market  rates 
is  $461.8  million  ($9,251.8  -  $8,795.5  +  $5.6  = 
$461.8).  If  interest  rates  fall  by  200  basis  points, 
XYZ's  estimated  MVPE  will  be  $649.4  miUion 
(an  increase  of  $187.6  million,  as  shown  in  line 
"H").  Conversely,  if  interest  rates  rise  by  200  ba- 
sis points,  XYZ's  estimated  MVPE  wUl  be  $129.5 
million  (a  decline  of  $3323  million). 
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Glossary 


The  definitions  in  this  glossary  are  more  general  than  regulatory  definitions  and  should  not  be  construed 
as  suck. 


Amortizing  swap  —  a  swap  in  which  the  notional  amount  of  the  agreement  declines  over  time 
according  lo  an  amortization  schedule.  The  rate  of  amortization  may  be  preset  or  may  be 
determined  by  interest  rates. 

Broker  —  an  agent  who  bring?  together  buyers  and  sellers  and  works  for  a  commission. 

Cap  (also  ccdlcd  interest  rate  cap)  —  an  agreemmt  where  the  seller  pays  the  buyer  a  sequence  of 
cash  flows  based  on  the  f«Ty<=«:  of  a  specified  floating  index  rate  over  a  specified  fixed  rate  if 
the  index  rate  exceeds  the  fixed  rate  on  specified  dates.  A  cap  is  a  series  of  options,  each 
one  beginning  on  the  date  that  the  prior  one  expires  and  expiring  on  the  next  specified 
date.  cSps  are  used  lo  hedge  against  rising  interest  rates  because  payments  to  the  buyer 
increase  as  rales  rise. 

Collar  —  a  combination  of  a  cap  and  a  door.  Typically,  the  holder  of  an  interest-rate  collar  has 
bought  a  cap  on  an  interest  rate  and  sold  a  floor  at  a  lower  rate.  The  strategy  lowers  the 
price  of  the  cap  portion  by  obligating  the  holder  to  make  payments  if  rates  fall  below  the 
level  of  the  floor. 

Collateralized  mortgage  obligoritmi  (CMOs) —  securities  having  mortgages  or  mortgage- 
backed  securities  as  collateral.  Cash  flows  from  the  collateral  are  redirected  among  two  or 
more  tranches  (bonds).  CMOs  typically  have  tranches  with  low  prepayment  risk,  called 
planned  amonizaiion  classes  (PACs),  and  tranches  with  high  prepayment  risk.  Most  CMOs 
are  issued  in  the  form  of  real  estate  mortgage  investment  conduits  (REMICs). 

CMOs  —  see  collatcralired  mortgage  obligations 

Dealers  —  buyers  and  sellos  in  the  financial  markets  who  are  trading  for  their  own  account 
rather  than  for  a  customer. 

Dcri\aftvc  product  —  an  instrument  whose  value  depends  on  the  value  of  something  else.  The 
underlying  item  may  be  a  commodity,  a  security,  an  index,  a  rate,  a  currency,  or  even  a 
pool  of  mortgages.  Examples  include  futures,  options,  forwards,  caps  and  floors,  swaps, 
and  CMOs. 

Duration  —  the  p>crceniage  change  in  the  value  of  a  security  for  a  100-basis  point  change  in 
interest  rates.  It  is  also  defined  as  a  weighted  average  time  to  receipt  of  cash  flows  from  a 
security,  where  the  weights  are  the  fraction  of  total  value  contributed  by  each  cash  flow. 
Duration  is  commonly  used  in  the  analysis  of  interest  rate  risk. 

lltJi  District  cost  of  funds  index —  an  index  reported  monthly  by  the  San  Francisco  Federal 
Home  Loan  Bank  that  represents  the  average  cost  of  funds  at  member  institutions. 

FFIEC  —  Federal  Financial  Institutions  Examination  Council.  Its  members  are  representatives 
from  the  Board  of  Governors  of  the  Federal  Reserve  System,  the  Office  of  the  Comptroller 
of  the  Currency,  the  Federal  Deposit  Insurance  Corporation,  the  National  Credit  Union 
Administration,  and  the  Office  of  Thrift  Supervision. 
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FFIEC  high-risk  test  —  In  general,  a  mongage  derivative  product  that  meets  any  of  the  three 
tests  below  is  a  high-risk  mortgage  security: 

(l)Average  life  Test.  The  mortgage  derivative  product  has  an  expected  weighted  average  life 
greater  than  10.0  years. 

Q.)Average  Uje  Sensitivity  Test  The  expected  weighted  average  life  of  the  mortgage  deriva- 
tive product: 

a.  extends  by  more  than  4.0  years,  assuming  an  immediate  and  sustained  parallel  shift 
in  the  yield  curve  of  plus  300  basis  points,  or 

b.  shortens  by  more  than  6.0  years,  assuming  an  immediate  and  sustained  parallel  shift 
in  the  yield  curve  of  minus  300  basis  points. 

C3)Pri£e  Sensiliviiy  Test.  The  estimated  change  in  the  price  of  the  mortgage  derivative  prod- 
uct is  more  than  17  percent,  due  to  an  immediate  and  sustained  parallel  shift  in  the  yield 
curve  of  plus  or  minus  300  basis  points. 

Generally  a  CMO  floating-rate  debt  class  whose  rate  adjusts  at  least  annually  with  a  conven- 
tional market  index  will  not  be  subject  to  the  average  life  and  average  life  sensitivity  tests  if 
it  bears  a  rate  thai,  at  the  time  of  purchase  or  at  a  subsequent  testing  date,  is  below  the  con- 
tractual cap  on  the  instrumenL 

FHLMC  —  Federal  Home  Loan  Mortgage  Corporation,  or  Freddie  Mac.  Freddie  Mac  is  a  govern- 
ment-sponsored enterprise  that  securitizes  mortgages. 

Financial  insfrument  —  the  Financial  Accounting  Standards  Board  (FASB)  defines  a  financial 
instrument  in  Statement  105  as; 

Cash,  evidence  of  an  ownership  interest  in  an  entity,  or  a  contract  that  both: 

a.  Impioses  on  one  entity  a  contraaual  obligation  (1)  to  deliver  cash  or  another  financial 
instrument  to  a  second  entity  or  (2)  to  exchange  financial  instruments  on  potentially 
unfavorable  terms  with  the  second  entity 

b.  Conveys  to  that  second  entity  a  contractual  right  (1)  to  receive  cash  or  another  financial 
instrument  from  the  first  entity  or  (2)  to  exchange  other  financial  instruments  on  poten- 
tially favorable  terms  with  the  first  entity. 

Tirm  forward  commitment —  an  agreement  to  buy  or  sell  financial  instruments,  typically  mort- 
gages, at  a  specified  lime  in  the  future  at  a  specified  price  and  coupon  rate.  Both  parties  are 
obligated  to  fulfill  the  contract  A  forward  commitment  is  typically  fulfilled  by  delivery  of 
the  underlying  mortgages  from  the  short  position  (seller)  to  the  long  GDuyer). 

Floater  —  a  CMO  tranche  whose  interest  rate  adjusts  periodically  according  to  the  current  rate 
of  a  specified  interesi  rate  index.  Most  floaters  are  indexed  to  LIBOR.  Floaters  generally 
have  lilde  inieresi  rate  risk  unless  iheir  rate  is  near  a  cap  placed  on  the  rate  the  tranche  will 
pay- 
Floor  (also  called  interest  ratejloor)  —  an  agreement  where  the  seller  pays  the  buyer  a  sequence  of 
cash  flows  based  on  the  excess  of  a  specified  fixed  rate  over  a  specified  floating  index  rate  if 
the  floating  rate  falls  below  the  fixed  rate  on  specified  dates.  A  floor  is  a  series  of  options, 
each  one  beginning  on  the  date  that  the  prior  one  expires  and  expiring  on  the  next  speci- 
fied date.  Floors  are  used  to  hedge  against  falling  interest  rates,  because  payments  to  the 
buyer  inaease  as  rates  fall. 

FNMA  —  Federal  National  Mortgage  Association,  or  Fannie  Mae.  Fannie  Mae  is  a  government- 
sponsored  enterprise  ihat  secuhtizes  mortgages. 
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Forward  rate  agreement  —  an  agreement  to  between  two  counierpanies  on  the  interest  rate  to 
be  paid  at  a  specified  time  in  the  future  on  a  notional  principal  amount  of  specified  matur- 
ity. A  forward  rate  agreement  is  typically  fulfilled  by  offset  or  cash  settlement.  Forward  rate 
agreements  are  similar  to  exchange-traded  futures  contracts,  but  less  standardized,  and 
they  have  counterparty  risk. 

Futures  —  An  agreement  to  buy  or  sell  a  commodity  or  financial  instrument  at  a  specified  time 
in  the  future  at  a  specified  price.  Both  parties  to  a  futures  contract  are  obligated  to  fulfill  the 
contract.  Futures  contracts  may  be  fululled  by  making  or  taking  delivery  of  the  underlying 
commodity,  cash  settlement,  or  by  ofTsei.  Futures  contracts  are  used  to  assume  or  shift  the 
risk  of  price  changes.  Futures  contracts  traded  on  exchanges  have  no  counterparty  risk. 

GNMA  —  Government  National  Mortgage  Association,  or  Ginnie  Mae.  Ginnie  Mae  securitizes 
FHAA'A  mortgages,  and  is  an  agency  of  the  federal  government.  Its  securities  have  the 
backing  of  the  federal  government. 

High-risk  test  —  sec  FFIEC  high-risk  test. 

Interesf-onl^-  semriries  (lOs)  —  stripped  mongage-backed  securities  that  pay  only  the  interest 
portion  of  the  monthly  cash  flows  received  on  the  collateral. 

Interest  rate  risk  —  the  change  in  value  of  an  instrument  or  an  institution  when  interest  rates 
change.  For  example,  as  interest  rates  rise,  the  value  falls  in  an  institution  whose  assets 
reprice  more  slowly  than  its  liabilities  {the  duration  of  assets  exceeds  the  duration  of  liabili- 
ties). Interest  rate  risk  is  often  measurod  by  the  change  in  value  due  to  parallel  shifts  in  the 
yield  curve  of  ±100,  ±200.  ±300.  and  ±400  basis  points. 

Inverse  Floater —  a  CMO  tranche  whose  inicresi  rate  adjusts  periodically  and  inversely  with  an 
interest  rate  index.  The  rate  on  an  inverse  floater  falls  as  the  interest  rate  index  rises. 
Inverse  floaters  generally  have  substantial  interest  rate  risk  for  institutions  exposed  to  rising 
rates. 

10  —  sec  interest-only  securities. 

LIBOR  —  the  London  Interbank  Offer  Rate.  A  rate  quoted  for  Eurodollar  deposits.  LIBOR  is  the 
most  common  floating-rate  index  used  in  interest-rate  swaps,  caps,  ancl  floors. 

Macro-hedging  —  attempting  to  reduce  overall  exposure  of  the  institution  to  interest  rate  risk.  A 
savings  association  that  uses  derivative  products  to  reduce  its  exposure  to  interest  rate  risk 
is  macro-hedging. 

Market  maker  —  one  who  stands  ready  to  buy  /sell  financial  instruments  at  a  bid/ask  price 
ihroughoiu  the  business  day.  Market  makers  attempt  to  profit  from  the  bid/ask  spread. 

Micro-hedging  —  attempting  to  reduce  risk  of  the  combination  of  a  derivative  product  and  spec- 
ified assets  or  liabilities.  An  institution  that  is  attempting  to  reduce  exposure  to  interest-rate 
risk  on  selected  assets  or  liabilities  by  using  derivative  products  is  micro-hedging.  Micro- 
hedging  need  not  reduce  overall  exposure  of  the  institution  to  interest-rate  risk. 

Mortgaee-backed  security  —  a  security  having  mongages  or  other  mortgage-backed  securities  as 
collateral.  Mongage-backed  securities  are  often  called  pass-through  securities  because  they 
pass  through  to  the  investor  the  cash  flows  from  the  underlying  mongages.  Mortgage- 
backed  securities  are  often  "guaranteed"  by  a  government  agency,  a  government-sponsored 
enterprise,  or  some  other  entity. 
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Mortgage  derivative  product  —  a  group  of  financial  instrumenis  that  redirect  the  cash  flows 
from  mortgages  underlying  the  securiiies  to  two  or  more  classes  with  different  maturity  or 
risk  characteristics.  Mortgage  derivative  products  include  CMOs,  REMlCs,  CMO  and 
REMIC  residuals,  stripped  mortgage-backed  securities  (SMBS),  swaps  involving  these  prod- 
ucts, and  securities  having  similar  risk  characteristics. 

Mortgage  swap  —  a  swap  agreement  that  stipulates  a  decline  in  the  notional  amount  of  the 

agreement  declines  over  time  according  to  the  amortization  rale  of  a  pool  of  mortgages.  At 
a  specified  maturity  date  the  parties  may  exchange  a  final  cash  payment  based  on  the 
change  in  value  of  the  underlying  mortgage  pool  from  a  value  set  at  swap  initiation. 

MVPE  —  market  value  of  portfolio  equity.  MVPE  is  defined  as  the  market  value  of  existing  assets 
minus  the  market  value  of  existing  liabilities  plus  the  net  value  of  existing  off-balance-sheet 
items.  MVPE  is  a  measure  of  the  capital  of  a  savings  association. 

MVPE  model  —  the  model  developed  and  used  by  the  OTS  to  measure  the  interest  rate  risk 

exposure  of  savings  associations.  The  MVPE  model  uses  option-adjusted  spread  technology 
and  maturity  and  rate  information  on  thrift  assets,  liabilities,  and  off-balance-sheet  items  to 
measure  portfolio  equity  in  9  alternative  interest-rate  scenarios. 

Notional  amount  —  the  stated  dollar  amount  of  the  agreement  on  which  interest  rale  payments 
are  determined  for  many  derivative  products.  For  example,  the  notional  amount  of  the  3 
month  Eurodollar  futures  contract  is  SI  million. 

OBS  items  —  see  off-balance-sheet  items. 

Off-balance-sheet  items  —  instruments  of  actual  or  potentially  assignable  value  or  cost  —  such 
as  futures,  options,  swaps,  and  forwards  —  that  are  not  permitted  or  required  to  be  booked 
on  the  balance  sheet  under  generally  accepted  accounting  principles  (GAAP). 

Option  —  an  agreement  that  grants  to  the  purchaser  the  right  but  not  the  obligation  to  buy  or 
sell  a  commodity  or  financial  instrument  at  a  specified  pnce  on  or  before  a  specified  date  in 
the  future.  The  buyer  can  purchase  the  right  to  buy  the  commodity  or  financial  instrument 
at  the  specified  price  (call  option),  or  the  right  to  sell  the  commodity  at  the  specified  price 
(put  option).  The  buyer  of  an  option  is  "long"  the  option,  while  the  seller  is  "short"  the 
option.  Options  may  be  bought  or  sold  on  exchanges  or  over  the  counter.  Options  traded 
on  an  exchange  are  backed  by  its  clearinghouse.  Options  traded  over  the  counter  expose 
the  buyer  to  counterparty  risk. 

Optional  commitment  —  an  agreement  that  grants  to  the  purchaser  the  right  but  not  the  obliga- 
tion to  buy  or  sell  financial  instruments,  typically  mortgages,  at  a  specified  time  in  the 
future  at  a  specified  price  and  coupon  rate.  An  optional  commitment  is  typically  fulfilled  by 
delivery  of  the  underlying  mortgages  from  the  short  position  (seller)  to  the  long  (buyer). 

Options  risk  —  the  risk  that  an  option  or  options  attached  to  other  financial  instruments  will 
change  the  value  of  the  financial  instniment.  In  the  thrift  industry,  prepayment  risk  (the 
option  to  prepay)  is  the  most  common  form  of  options  risk. 

PAC  tranche  —  planned  amonization  tranche  of  a  CMO.  A  PAC  tranche  has  a  stable  prepay- 
ment rate.  Changes  in  prepayment  rates  in  the  underlying  pool  of  mortgages  are  absorbed 
first  by  another  tranche,  called  a  support  tranche,  so  that  the  PAC  remains  unaffected  by 
prepayment  risk. 


209 


PO  —  see  principal-only  securities. 

Prepayment  risk  —  the  risk  that  prepayments  on  pook  of  mortgages  or  mortgage-related  instru- 
ment or  other  amortizing  instrument  will  prepay  faster  or  slower  than  expected.  Prepay- 
ments are  linked  to  interest  rates,  among  other  factors.  A  falling  rate  on  new  mortgages 
leads  to  faster  prepayments  of  old  mortgages  and  refinancings.  A  rising  rate  on  new  mort- 
gages leads  to  fewer  prepayments  of  older  mortgages. 

Principal-only  securities  (POs)  —  stripped  mortgage-backed  securities  that  pay  only  the  princi- 
pal portion  of  the  monthly  cash  flows  received  on  the  collateral. 

Real  estate  mortgage  investment  conduits  (REMlCs)  —  see  collateralized  mortgage  obligations 
(CMOs). 

Residual  —  a  tranche  created  in  a  CMO  thai  pays  cash  flows  equalling  the  excess  of  the  cash 
flows  from  the  collateral  over  the  coupon  payments  to  the  bonds  in  the  CMO. 

Risk-Controlled  Arbitrage —  the  purchase  of  a  mortgage-related  asset,  normally  a  mortgage- 
backed  security  (MBS),  funded  by  a  short-term  liability,  such  as  a  reverse  repurchase  agree- 
ment (reverse  repo).  These  newly  purchased  assets  are  then  used  as  collateral  to  borrow 
additional  funds  that  are  then  invested  in  more  MBSs,  thus  highly  leveraging  the  original 
asset. 

Scquenfjal  tranche  —  one  of  a  group  of  CMO  tranches  in  a  seauence.  A  sequential  tranche  does 
not  begin  principal  paydown  until  the  sequential  tranche  oefore  it,  if  any,  completes  princi- 
pal paydown.  A  sequential  order  of  tranches  is  the  most  basic  form  of  a  CMO. 

Stripped  mortgage-hacked  security  (5MBS)  —  a  security  having  mortgages  or  mortgage-backed 
securities  as  collateral  that  divides  cash  flows  from  the  collateral  into  two  classes,  an  inter- 
est-only (10)  class,  and  a  principal-only  (PO)  class. 

Superjloater  —  A  CMO  tranche  whose  coupon  adjusts  in  the  same  direction  as.  and  by  a  multi- 
ple of.  a  specified  index,  such  as  UBOR  (for  example,  2  x  LIBOR  -  3%). 

Support  tranche  —  a  CMO  tranche  that  absorbs  extra  prepayment  risk  so  that  the  tranche  or 
tranche?  that  it  supports  will  have  little  prepayment  risk.  The  bond  that  a  support  tranche 
protects  is  usually  a  PAC  (planned  amortization  class). 

Swap  —  an  interest-rate  swap  is  an  agreement  to  exchange  future  cash  flows  based  on  some 
notional  amount  and  two  interest  rates,  generally  a  fixed  rate  and  a  floating  index.  One 
pany  pays  the  fixed  rate  and  receives  the  floating  index  rate,  while  the  other  pays  the  float- 
ing rate  and  receives  the  fixed  rate.  Both  panicipanis  in  a  swap  are  obligated  to  perform. 
Swaps  may  be  offset  by  mutual  agreement  of  the  parties  to  the  swap.  Swaps  are  traded  over 
the  counter,  so  counterparty  risk  exists.  A  basis  swap  exchanges  two  floating-rate  indexes, 
for  example  1  llh  Disiria  cost  of  funds  for  LIBOR. 

Swaption  —  an  option  to  enter  a  swap  to  exchange  a  given  number  of  cash  flows  of  a  specified 
fixed  rate  for  a  specified  floating-index  rate  on  or  before  a  given  date. 

TAC  —  targeted  amortization  class.  A  TAC  is  a  CMO  tranche  that  has  reduced  prepayment  risk, 
but  the  weighted  average  life  is  not  as  stable  when  prepayments  on  the  underlying  mon- 
gages  change  as  in  a  PAC  (planned  amortization  class)  tranche. 
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TB  13  —  Thrift  Bulletin  13.  TB  13  provides  guidance  on  the  responsibilities  of  thrifts'  boards  of 
directors  and  management  with  regard  to  interest-rate  risk.  It  describes  the  internal  poli- 
cies, practices,  and  procedures  that  supervisory  staff  will  expect  institutions  to  use  to  meet 
existing  regulations  on  interest  rate  nsk. 

TB  52  —  Thrift  Bulletin  52.  OTS's  version  of  the  FFIEC  statement  on  securities  activities.  Section 
III  outlines  policy  on  mortgage  derivative  products,  other  asset-backed  products,  and  zero- 
coupon  bonds. 

TFR  —  thrift  financial  reports.  Savings  associations  file  these  reports  quarterly  with  the  OTS. 
The  TFR  is  the  OTS  version  of  the  bank  call  reports. 

Trandie  —  one  of  the  individual  bonds  issued  in  a  CMO. 

Volatility  —  the  variability  in  rates  or  prices.  Volatility  is  commonly  measured  as  the  annual 
standard  deviation  of  percentage  changes.  Percentage  change  is  typically  measured  by  the 
change  in  logarithm  of  rate  or  price. 

Weighted  average  life  fWAL)  —  the  weighted  time  until  the  receipt  of  principal  from  a  security, 
with  the  weights  being  the  fraction  of  principal  received  in  each  payment  period. 

Z-tranche  —  a  long-term  bond  in  a  CMO  that  does  not  pay  out  principal  or  interest  in  the  early 
years.  Z-tranches  are  often  supp»on  tranches  for  other  tranches  such  as  PACs.  Z-tranches 
absorb  the  risk  of  prepayments  so  that  the  PACs  have  low  prepayment  risk.  Z-tranches 
have  a  great  deal  of  interest-rate  volatility  and  prepayment  risk. 
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A.   The  Reporting  Form  (Schedule  CMR) 

The  results  of  the  OTS  Model  are  based  on  data  provided  quarterly  on  Schedule 
CMR  of  the  Thrift  Financial  Report.  Beginning  in  March  1993,  all  OTS-regulated  sav- 
ings ir\stitutions  with  assets  in  excess  of  $300  million,  or  with  risk-based  capital  ratios 
below  12  percent  began  to  file  Schedule  CMR.  Schedule  CMR  is  collected  on  a  con- 
solidated basis  and  provides  iiiformation  about  the  interest  rate,  repricing,  and  ma- 
turity characteristics  of  financial  instruments  held  by  savings  associations.  Schedule 
CMR  was  designed  to  replace  Schedule  MR. 

In  addition  to  redesigned  sections  for  assets,  liabilities,  and  off-balance  sheet  in- 
struments. Schedule  CMR  includes  two  new  sections  not  included  in  Schedule  MR. 
In  the  section  called  "Reporting  of  Market  Value  Estimates"  institutions  can  report 
their  own  estimates  of  the  economic  value  of  certain  complex  financial  instruments 
(such  as  collateralized  mortgage  obligations)  in  each  of  the  alternative  interest  sce- 
narios considered  by  the  OTS  Model.  These  estimates  are  used  in  calculating  in- 
stitutions' interest  rate  exposure  estimates.  In  the  "Optional  Supplemental 
Reporting"  section,  institutions  have  the  option  of  reporting  data  in  an  even  more 
disaggregated  manner  than  in  the  required  sectioris  of  Schedule  CMR  for  certain 
tjrpes  of  instruments. 

A  brief  description  of  each  of  the  five  sections  of  Schedule  CMR  is  given  below.  For 
information  on  how  the  OTS  Model  uses  the  CMR  data  to  value  financial  in- 
struments, see  the  descriptions  of  methodologies  for  individual  instruments  in  Sec- 
tion B. 

1.     Assets 

Fixed-Rate  Single  Family  First  Mortgages 

Schedule  CMR  collects  separate  information  on  30-year,  15-year,  and  balloon 
mortgages  by  coupon  range.  Information  on  mortgage  loans  and  securities  is  col- 
lected separately  within  each  of  these  categories.  Schedule  CMR  also  dis- 
tinguishes private  issue,  FNMA,  and  FHLMC  securities  from  GNMA  securities 
(and  conventional  from  FHA/VA  loans),  and  establishes  a  separate  category  for 
construction  and  land  loans  (which  were  included  with  single-family  first  mort- 
gages on  Schedule  MR). 

Adjustable-Rate  Single  Family  First  Mortgages 

Schedule  CMR  collects  information  by  type  of  index  and  distinguishes  "teaser 
rate"  from  non-teaser  rate  ARMs.  CMR  also  collects  information  on  margins  and 
the  proportion  of  loans  versus  securities  for  each  type  of  ARM,  as  well  as  in- 
formation on  lifetime  rate  caps  and  floors  and  on  periodic  rate  caps  and  floors. 
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Other  Mortgages  and  Nonmortgage  Loans 

Schedule  CMR  distinguishes  adjustable-rate  from  fixed-rate  loans  for  all  types  of 
multifamily  and  nonresidential  mortgages  and  nonmortgage  loans.  CMR  collects 
information  about  indices  to  which  adjustable-rate  loans  are  tied,  as  well  as  their 
reset  frequency  and  average  margin.  CMR  also  collects  information  separately 
for  fully-amortizing  and  balloon  multifamily  and  nonresidential  mort^ges.  In 
addition,  institutions  may  report  balaiKes  further  disaggregated  by  index  type 
arnl  by  type  of  consumer  loan  (e.g.,  auto,  credit  card)  in  the  Optional  Supple- 
mental Reporting  section  of  Schedule  CMR. 

Mortgage  Derivative  Securities 

Schedule  CMR  requires  an  institution  to  report  its  own  estimates  of  the  economic 
value  of  its  mortgage  derivative  products  in  each  of  the  nine  interest  rate  sce- 
narios evaluated  by  the  OTS  Model  if  the  institution  exhibits  any  of  the  following 
conditions. 

(1)  Assets  exceed  $500  million; 

(2)  They  hold  "high-risk"  mortage  derivative  securities  acquired  after  De- 
cember 31, 1988;  or 

(3)  The  book  value  of  mortgage  derivatives  exceeds  five  percent  of  assets. 
Other  institutions  may  do  so  optionally. 

Cash,  Deposits,  and  Securities 

Schedule  CMR  groups  these  assets  into  seven  categories  based  on  their  cash  flow 
characteristics  and  credit  risk  so  that  appropriate  assumptions  may  be  applied  in 
estimating  the  sensitivities  of  their  economic  values  to  changes  in  interest  rates. 

2.     LiabiliHes 

Certificates  of  Deposits  (Fixed-Rate) 

Schedule  CMR  collects  information  on  original  maturity,  early  withdrawal  pen- 
alties, balances  in  brokered  deposits,  and,  at  the  reporting  institution's  option,  in- 
formation on  early  withdrawals  and  balances  in  new  accounts. 
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Fixed-Maturity,  Variable  Rate  Liabilities 

Schedule  CMR  distinguishes  variabie-rate  CDs,  FHLB  advances,  and  otfier  bor- 
rowings, and  collects  information  on  their  index  rates,  margins,  reset  frequencies, 
and  months  to  next  reset. 

Demand  Deposits 

Schedule  CMR  distinguishes  interest  bearing  from  noninterest  bearing  deposits 
imd,  at  the  reporting  institution's  option,  collects  information  on  new  accounts 
that  OTS  will  attempt  to  use  in  the  future  to  estimate  institution-specific  attrition 
rates. 

3.  Off-balance  Sheet  Contracts 

The  off-balance  sheet  section  of  Schedule  CMR  is  designed  to  collect  information 
on  some  instruments  on  an  individual  basis.  That  is,  for  certain  positions  such  as 
interest  rate  swaps,  institutions  report  each  OBS  position  separately  on  Schedule 
CMR,  along  with  ir\formation  needed  to  value  the  position.  For  contracts  that 
would  be  too  numerous  to  report  separately,  such  as  commitments  to  purchase, 
sell,  or  originate  mortgages,  positions  are  aggregated  on  the  reporting  form. 

To  determine  the  economic  value  of  an  OBS  contract,  information  is  needed  on 
the  type  of  contract,  its  notional  amount,  its  maturity,  and  the  interest  rate  and 
price  specified  in  the  contract.  Schedule  CMR  uses  four-digit  codes  to  distinguish 
277  different  OBS  contracts.  Institutions  report  a  contract  code  for  each  type  of 
contract,  and  report  the  notional  principal  amount,  maturity,  price,  and  rate  of 
the  position  held.  Any  OBS  contract  for  which  there  is  no  contract  code  is  to  be 
valued  by  the  institution  in  each  of  the  alteniate  rate  scenarios  and  be  reported  in 
the  section  titled  "Reporting  of  Market  Value  Estimates." 

4.  Reporting  of  Market  Value  Estimates 

In  this  section  of  Schedule  CMR  institutions  may  report  their  own  estimates  of 
the  economic  value  of  certain  financial  instruments  in  each  of  the  alternative  in- 
terest rate  scenarios  considered  by  the  OTS  Model. 

Institutions  meeting  certtiin  conditions  are  required  to  report  the  economic  value 
of  their  mortgage-derivative  securities  in  this  section,  as  are  those  that  hold  un- 
usual off-balance  sheet  contracts  for  which  there  is  no  identifying  code  for  the  re- 
porting of  off-balance  sheet  contracts.  In  addition,  at  their  option,  institutions 
may  report  economic  value  estimates  of  FSUC,  RTC  and  FDIC  agreements,  cer- 
tain options  embedded  in  liabilities,  and  CMOs  issued  by  the  institution. 
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5.    OpHonal  Supplpmpntal  Reporting  for  Assfts/Liabilities 

In  this  section  of  Schedule  CMR,  institutions  have  the  option  of  reporting  data  on 
selected  assets  and  liabilities  in  a  more  disaggregated  manner  than  in  the  Assets 
and  Liabilities  sectiotis  of  CMR.  Optional  Supplemental  Reporting  is  available  for 
adjustable-rate  loans  other  than  single-family  mortgages,  mortgage-related  mu- 
tual funds,  certain  investment  securities,  and  variable-rate,  fixed-maturity  li- 
abilities. 

B.    Methodologies  for  Estimating  Economic  Value 

1.    Overview 

A  fundamental  characteristic  of  all  financial  instruments  is  that  they  give  rise  to 
cash  flows.  The  value  of  any  financial  instrument  can  be  estirruted  by  projecting 
the  amount  and  timing  of  future  net  cash  flows  associated  with  the  instrument, 
and  discounting  those  cash  flows  with  appropriate  discount  rates.  This  pro- 
cedure for  estimating  the  value  of  a  financial  installment  is  conunonly  referred  to 
as  discounted  cash  flow  analysis,  or  present  value  analysis.  The  basic  formula  for 
the  present  value  of  a  financial  instrument  is  as  follows: 

(1)      PV  =      CFi  CFz  CFn 


(1+i)       *        (l+i)2      "•••"         (1+i)" 


where  PV  is  the  present  value  of  the  instrument;  CFi  is  the  first  cash  flow  receipt 
or  payment;  CF2  is  the  second  receipt  or  payment,  and  so  forth;  and  i  is  the  yield 
at  which  the  cash  flows  are  discounted.  The  discounted  cash  flow  approach  is 
used  by  the  OTS  Model  to  estimate  the  economic  value  of  most  assets,  liabilities, 
and  off-balance  sheet  contracts. 

The  discount  rate  is  the  rate  of  return  necessary  to  induce  investors  to  hold  a 
financial  instrument.  For  any  given  instrument,  the  required  rate  of  return  is 
equal  to  the  risk-free  rate  plus  the  risk  premium  necessary  to  compensate  the  in- 
vestor for  any  additional  risk  (e.g.,  credit  risk,  liquidity  risk)  associated  with  the 
particular  instrument. 
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The  discount  rate  will  rise  or  fall  with  the  general  level  of  interest  rates.  As  inter- 
est rates  rise,  investors  require  higher  rates  of  return,  and  therefore,  use  higher 
discount  rates  to  value  cash  flows  expected  from  financial  instruments.  This  caus- 
es the  value  of  those  cash  flows,  and  thus  the  market  price  of  the  instruments,  to 
decline.  The  reverse  is  true  for  a  decline  in  interest  rates.  Of  course,  the  size  and 
timing  of  the  cash  flows  themselves  may  change  as  market  interest  rates  change. 
Such  changes  could  result  from  changes  in  prepayment  rates,  for  example,  or 
from  the  repricing  of  adjustable-rate  instruments. 

The  OTS  Model  uses  two  cash  flow-based  valuation  methodologies:  (1)  static  dis- 
counted cash  flow  analysis,  and  (2)  an  option-based  pricing  analysis,  which  is  a 
form  of  discounted  cash  flow  analysis  modified  to  value  assets  that  contain  em- 
bedded options.  In  addition,  there  is  a  third  type  of  valuation  methodology,  the 
Black-Scholes  model,  that  is  used  to  value  exchange  traded  options  and  some 
other  off-balance  sheet  instruments.  The  approach  selected  for  each  type  of 
financial  instrument  depends  on  the  nature  of  the  instrument  and  the  availability 
of  data. 

2.    Static  Discounted  Cash  Flow  Analysis 

Under  the  static  discounted  cash  flow  approach,  the  economic  value  of  a 
financial  instrument  is  calculated  as  the  present  value  of  the  instrument's  ex- 
pected cash  flows.  The  present  value  is  determined  by  discounting  the  cash  flows 
the  instrument  is  expected  to  generate  by  the  yields  currently  available  to  in- 
vestors from  other  instruments  of  comparable  risk  and  duration.  To  calculate  the 
present  value,  therefore,  information  is  needed  about  the  size  and  timing  of  cash 
flows  and  about  the  appropriate  discount  rates. 

The  OTS  Model  projects  future  cash  flows  under  nine  alternate  interest  rate  sce- 
narios. Under  each  scenario,  a  single  path  of  future  interest  rates  is  assumed  to  be 
based  on  the  Treasury  yield  curve,  plus  or  minus  the  rate  shock  for  that  scenario. 
Cash  flows  are  calculated  under  each  scenario  based  upon  the  assumed  interest 
rate  path  depicted  in  that  scenario. 

Cash  flows  may  differ  across  scenarios  for  two  reasons.  First,  loan  prepayment 
and  deposit  attrition  rates  will  differ,  since  borrowers  and  depositors  will  make 
different  decisions  about  these  actions  under  different  interest  rate  environments. 
Such  differences  in  customer  behavior  modeled  by  specifying  a  relationship  be- 
tween the  interest  rate  scenario  and  the  rates  of  asset  prepayment  and  deposit  at- 
trition, and  thereby  changes  the  magnitude  and  timing  of  principal  and  interest 
flows.  Second,  interest  payments  differ  across  scenarios  as  adjustable-rate  in- 
struments, including  many  deposits,  reprice  in  future  periods. 


219 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


Coupons  of  adjustable-rate  instruments  are  based  on  the  projected  value  of  the 
index  to  which  the  ix\strument  is  contractually  tied  as  in  the  case  of  ARMs  (or 
which  appear  empirically  to  have  influenced  the  level  of  rates  on  administered 
rate  accounts  such  as  NOW  accounts.)  In  general,  indices  are  projected  by  re- 
lating them  to  the  Treasury  implied  forward  rates.* 

The  basic  principle  behind  choosing  discount  rates  is  that  they  should  represent 
the  yields  obtainable  from  instruments  with  the  same  risk  and  duration  as  those 
of  the  cash  flows  t>eing  discounted.  Thus,  if  one  were  calculating  the  present  val- 
ue of  a  US.  Treasury  security,  an  appropriate  sequence  of  discount  rates  for  each 
of  its  cash  flows  would  be  the  sequence  of  zero<oupon  Treasury  rates  with  ma- 
turities corresponding  to  the  dates  on  which  each  cash  flow  is  anticipated.  The 
present  value  calculation  in  this  example  differs  slightly  from  that  in  equation 
(1),  above,  and  is  illustrated  as  follows: 


(2)      PV  =      CFi  CF2  CF„ 


(1+il)       *       (Ui2)2      ^■■■^        (Uin)" 


The  difference  between  this  calculation  and  equation  (1)  is  that  subscripts  have 
been  added  to  the  discount  rates,  ii  through  in,  to  denote  that  each  cash  flow  is 
being  discounted  by  a  different  rate.  In  this  example,  the  i  variables  represent  the 
zero-coupon  Treasury  rates  v«th  maturities  corresponding  to  the  dates  on  which 
cash  flows  will  be  generated  by  the  security  being  valued. 

The  discount  rates  of  all  assets  valued  by  the  OTS  Model  consist  of  the  zero- 
coupon  Treasury  rates  observed  as  of  the  reporting  date,  plus  a  spread  to  account 
for  the  risk  difference  between  the  instrument  being  valued  and  Treasury  secur- 
ities. The  spread  to  the  zero-coupon  Treasury  curve  is  unique.  It  is  calculated  in 
one  of  two  ways  depending  on  the  availability  of  market  data.  Where  market 
price  quotes  are  readily  available  for  instruments  with  the  same  characteristics  as 
those  being  valued  (e.g.,  single  family  mortgage  loans  and  securities,  and  multi- 
family  mortgage  loans),  the  spread  is  calculated  so  that  the  sum  of  the  dis- 
counted cash  flows  (calculated  given  nwturity,  amortization,  prepayment,  and 
repricing  characteristics)  equals  tir»e  observed  market  price. 


*  For  a  description  of  the  calculation  of  the  implied  forward  rates,  see  Fabozzi  and  Fabozzi,  Bond 
Markets,  Analysis,  and  Strategies.  Prentice  HaU,  1989  (pp.  106-109). 
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For  instruments  for  which  reliable  price  quotes  are  not  available  (e.g.,  consumer 
and  commercial  loans),  current  lending  rates  on  similar  assets  are  used  to  cal- 
culate the  spread.  For  each  type  of  asset,  the  spread  is  calculated  so  that,  using 
the  current  market  rate  on  that  asset  to  calculate  cash  flows,  the  sum  of  the  dis- 
counted cash  flows  equals  the  face  value  of  the  loan,  or  par.  Estimates  of  current 
market  rates  are  available  from  the  Thrift  Financial  Report  or  through  surveys, 
such  as  that  conducted  by  the  Federal  Reserve  on  current  market  rates  of  con- 
sumer lo<ms. 

On  the  liability  side  of  the  balance  sheet,  deposit  cash  flows  are  discounted  using 
secondary  market  CD  yields  and  borrowings  are  discounted  using  zero<oupon 
LIBOR  (London  Interbank  Offered  Rates). 

It  is  assumed  that  the  risk  premium  required  by  investors  will  not  change  under 
the  alternative  interest  rate  scenarios.  Thus,  for  the  alternative  rate  scenarios, 
each  discount  rate  is  calculated  by  simply  sun-iming  the  appropriate  base  case 
zero<oupon  rate,  the  spread,  and  the  amount  of  the  interest  rate  shock.  As  dis- 
cussed above,  under  the  alternative  interest  rate  scenarios,  cash  flows  are  also  re- 
vised to  reflect  different  loan  prepayment  or  deposit  attrition  rates  and,  if 
applicable,  to  reflect  repricing  of  the  instrument.  To  calculate  the  present  value  in 
the  altemative  rate  scenario,  the  revised  cash  flows  are  then  discounted  by  the 
new  discount  rates. 

OTS  uses  the  static  discounted  cash  flow  approach  to  value  non-mortgage  loans 
and  certain  mortgage  loans  that  have  insufficient  data  to  apply  the  option-based 
approach,  all  liabilities,  and  several  off-balance  sheet  instruments. 

3.    OpHon-Based  Pricing  Analysis 

The  option-based  pricing  approach  —  also  known  as  option-adjusted  spread 
(OAS)  methodology  —  is  a  technique  for  valuing  assets  that  contain  embedded 
options.  Perhaps  the  most  significant  embedded  options  from  the  perspective  of 
savings  associations  are  the  prepayment  options  contained  in  mortgages  and 
mortgage-related  securities  and  the  interest  rate  caps  on  adjustable-rate  mort- 
gages. Prepayment  options  introduce  significant  uncertainty  into  the  timing  of 
mortgage  cash  flows.  When  mortgage  rates  fall  significantly,  mortgage  pre- 
payments typically  accelerate,  forcing  associations  to  reinvest  the  proceeds  of  the 
prepayments  at  lower  rates.  An  important  aspect  of  valuing  a  mortgage  (or  mort- 
gage-related security),  therefore,  is  determining  the  appropriate  value  of  the  op- 
tion component  of  the  mortgage. 


221 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


Option-based  pricing  models  are  designed  to  provide  improved  nwrtgage  valua- 
tion estimates  by  taking  interest  rate  volatility  into  account  These  models  use  an 
interest  rate  simulation  program  to  generate  numerous  interest  rate  paths  that,  in 
conjunction  with  a  prepayment  model,  are  used  to  estimate  mortgage  cash  flows 
along  each  path.^  These  cash  flows  are  then  discounted  and  averaged  to  arrive  at 
a  single  mortgage  price. 

By  estimating  the  value  of  a  mortgage  over  numerous  possible  interest  rate 
paths,  an  option-based  model  provides  a  more  accurate  estimate  of  the  market 
value  of  a  mortgage  than  could  be  derived  from  a  static  cash  flow  model,  which 
assumes  a  single  interest  rate  and  prepayment  path.  (In  fact,  the  option-based  ap- 
proach actually  repeats  the  static  cash  flow  approach  ma.iy  times  with  different 
interest  rate  paths  and  averages  the  results.) 

The  option-based  valuation  approach  that  the  OTS  Model  uses  is  briefly  de- 
scribed as  follows. 

(1)  Projection  of  short-term  interest  rates.  The  interest  rate  simulation  model 
uses  an  empirically  estimated  equation  to  generate  200  randonnly  determined 
interest  rate  paths  for  short-term  interest  rates  based  on  an  assumed  level  of 
interest  rate  volatility.  The  Model  incorporates  the  current  term  sti-ucture  of 
interest  rates  as  a  starting  point  and  projects  the  path  of  monthly  interest 
rates  over  a  360  month  period.  The  paths  are  generated  in  a  manner  that 
makes  the  simulation  consistent  with  the  observed  Treasury  yield  curve. 
Thus,  if  Treasury  securities  are  priced  using  the  simulation,  the  Model  re- 
turns exactly  the  currently  observed  Treasury  prices.  In  this  way,  all  secur- 
ities can  be  accurately  compared  to  the  yardstick  of  Treasury  securities. 

(2)  Projection  of  mortgage  rates.  The  interest  rate  model  also  generates  a  path  of 
future  fixed-rate  mortgage  coupons  and  of  future  coupons  of  each  type  of  ad- 
justable-rate mortgage  valued  by  the  Model.  The  Model  uses  a  separate  vol- 
atility assumption  for  the  fixed-rate  mortgage  rates,  but  assumes  that  a 
degree  of  correlation  exists  between  short-term  rates  and  the  fixed-rate  mort- 
gage rates.  The  result  is  that  each  of  the  200  paths  contains  a  short-term  rate, 
an  associated  fixed-rate  mortgage  rate,  and  a  projected  coupon  for  each  type 
of  ARM  for  the  next  360  months. 

(3)  Prepayment  projections.  Prepayment  equations  are  used  to  project  pre- 
payments along  each  interest  rate  path  depending  on  the  ratio  of  the  coupon 
of  the  mortgage  loan  or  security  being  valued  to  the  projected  fixed-rate 
mortgage  rate  at  each  point  along  the  path.  The  Model  uses  separate  pre- 
payment equations  for  30-year  conventional  mortgages,  30-year  FHA/VA 


2  An  interest  rate  path  is  a  sequence  of  360  monthly  interest  rates.  Three  hundred  and  sixty  months 
are  used  because  that  is  the  maturity  of  the  longest-lived  mortgages  (i.e.,  thirty  years)  valued  by  the 
Model. 


222 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


mortgages,  15-year  and  balloon  mortgages,  and  adjustable-rate  mortgages. 
The  prepayment  equations  are  based  on  the  rate-scenario  specific  pre- 
payment forecasts  of  several  Wall  Street  firms. 

(4)  Valuation  of  projected  cash  flows.  Cash  flows  are  generated  for  each  month 
along  an  interest  rate  path  using  scheduled  amortization,  coupon  payments, 
and  prepayments.  A  price  for  each  path  is  calculated  for  the  loan  or  security 
by  discounting  that  path's  projected  cash  flows  by  the  sequence  of  short-term 
rates  associated  with  that  cash  flow  plus  a  spread.  The  spread,  known  as  the 
"option-adjusted  spread,"  is  chosen  so  that  the  average  of  the  prices  resulting 
from  the  200  simulated  rate  paths  is  equal  to  the  currenUy  observed  market 
price  of  a  similar  loan  or  security. 

(5)  Valuation  of  cash  flows  projected  in  other  scenarios.  Once  the  option- 
adjusted  spread  has  been  calculated,  mortgage  prices  can  be  calculated  un- 
der the  alternate  interest  rate  scenarios.  To  model  such  a  scenario,  steps  1 
through  3  are  rejieated,  but  starting  with  a  term  structure  that  has  been  sub- 
jected to  a  parallel  shock  of  the  desired  magnitude  (i.e.,  plus  or  minus  200  ba- 
sis points).  Step  4  is  thai  repeated  with  ca^  flows  being  discounted  by  the 
new  sequence  of  asociated  short-term  rates  plus  the  same  option-adjusted 
spread  as  the  base  case.  The  average  of  the  200  discounted  cash  flows  repre- 
sents the  shocked  rate  scenario's  price  for  that  mor^ge. 

The  Model  uses  the  optiorb4)ased  approach  to  value  single  family  fixed-rate 
and  adjustable-rate  mortgages  and  mor^ge  servicing  assets. 

4.    The  Black-Scholes  Model 

The  OTS  Model  uses  a  derivative  of  the  Black-Scholes  option  valuation  model  to 
value  the  following  types  of  off-balance  sheet  contracts: 

•  optional  commitments  to  purchase  or  sell  mortgages 

•  swaptions  (options  on  swaps) 

•  interest-rate  caps 

•  interest-rate  floors 

•  options  on  futures 

This  model,  sometimes  referred  to  as  the  '^lack  76"  model,  values  options  on  fu- 
tures and  other  forward  contracts.^  To  calculate  the  option's  value,  the  model  re- 
quires the  input  of  five  variables  that  characterize  the  option.  These  variables  are 
(1)  the  future  or  forward  price  of  the  instrument  underlying  the  option,  (2)  the 
strike  price,  (3)  the  volatility  of  the  underlying  instrument,  (4)  the  time  to  expira- 
tion of  the  option,  and  (5)  the  risk-free  rate  of  interest 

3  For  more  information,  see  Stephen  Figlewski,  Chapto'  3  in  Stephen  Figlewski,  William  L. 
Silber,  and  Marti  G.  Subrahmanyan,  editors,  Financial  Options:  From  Theory  to  Practice, 
Business  One  Invin:  Homewood,  IL,  1990. 
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To  calculate  the  value  of  an  option  in  the  shocked-rate  environment,  two  adjust- 
ments are  made  to  the  inputs  of  the  model.  The  yield  curve  (LIBOR  or  Treasury) 
is  shocked  to  generate  a  t\ev/  forward  price  for  the  instrument  underlying  the  op- 
tion and  the  risk-free  rate  of  return  is  adjusted  by  the  amount  of  the  shock. 

5.     Summary  of  Methodologies  for  Assets 

This  section  summarizes  the  methodologies  used  by  the  OTS  Model  to  estimate 
the  economic  value  of  each  of  the  asset  categories  listed  on  Schedule  CMR. 

a.     Single  Family  Fixed-Rate  Mortgage  Loans  and  Securities 

The  option-based  pricing  approach  is  used  to  value  single  family  fixed-rate 
mortgage  (FRM)  loans  and  securities.  This  approach  takes  into  account  the 
effect  of  embedded  options  (prepayments  and,  in  the  case  of  adjustable-rate 
mortgages,  interest  rate  and  payment  caps)  on  mortgage  prices.  The  Model 
uses  an  interest  rate  simulation  program  to  generate  numerous  interest  rate 
paths  that,  in  conjunction  with  a  prepayment  model,  are  used  to  estimate 
mortgage  cash  flows  along  each  path.  Those  cash  flows  are  then  discounted 
arvJ  averaged  to  arrive  at  a  single  mortgage  price. 

Schedule  CMR  separately  collects  information  on  outstanding  balances,  cou- 
pons, and  maturities  of  four  types  of  fixed-rate  mortgage  loans:  30-year  con- 
ventional, 30-year  FHA/VA,  15-year  original  maturity,  and  balloon  payment 
mortgages.  Analogous  infornrution  is  reported  separately  for  mortgage  se- 
curities backed  by  each  of  the  same  four  types  of  fixed-rate  mortgages.  All  in- 
formation is  reported  in  five  separate  coupon  ranges  (less  than  8  percent,  8  to 
8.99, 9  to  9.99, 10  to  10.99,  and  11  percent  and  above). 

The  availability  of  disaggregated  data  allows  the  Model  to  estimate  the  value 
of  the  FRM  portfolio  as  consisting  of  eight  fairly  specific  types  of  instruments 
(i.e.,  the  four  types  of  mortgage  loans  and  four  types  of  mortgage  securities). 

The  eight  categories  of  FRMs  that  are  reported  differ  in  both  their  projected 
cash  flows  and  in  the  discount  rates  used  to  discount  them.  Modeling  of  cash 
flows  takes  account  of  each  instrument's  particular  amortization  schedule 
and,  to  the  extent  possible,  takes  account  of  differing  prepayment  character- 
istics. For  example,  separate  prepayment  functions  are  used  to  estimate  pre- 
payments on  conventional  loans  and  FHA/VA  loans  (as  well  as  the 
securities  backed  by  those  types  of  loans).  Cash  flows  are  discounted  using 
the  zero-coupon  Treasury  yield  curve  plus  the  option  adjusted  spread  for  the 
particular  instrument  being  modeled.  Separate  option  adjusted  spreads 
(OASs)  are  derived  each  quarter  for  several  representative  coupons  and  ma- 
turities of  each  type  of  instrument,  based  on  their  observed  market  prices  at 
that  time. 
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For  the  current  and  shocked  interest  rate  scenarios,  OTS  uses  the  OAS  meth- 
odology to  estimate  prices  for  several  different  coupon  and  maturity  com- 
binations of  each  type  of  mortgage  instrument  Those  price  estimates  are 
stored  in  the  form  of  a  separate  pricing  "look-up"  table  for  each  type  of  in- 
strument^  Economic  values  for  each  of  the  bidances  reported  by  the  in- 
stitution will  then  be  calculated  by  reference  to  the  pricing  table  that 
corresponds  to  that  particular  type  of  mortgage  instrument  Because  the  ta- 
bles contain  price  estimates  for  only  a  limited  number  of  coupon  and  matur- 
ity combinations  for  each  type  of  instrument,  prices  for  the  specific  coupon/ 
maturity  combination  reported  are  obtained  by  interpolating  between  the  rel- 
evant lines  in  the  table. 

b.    Single  Family  Adjustable-Rate  Mortgage  Loans  and  Securities 

The  OAS  approach  is  also  used  to  estinutte  the  value  of  single  family  adjust- 
able-rate mortgage  (ARM)  loans  and  securities.  Schedule  CMR  collects  in- 
formation on  ARMs  in  five  columns  that  correspond  to  the  frequency  with 
which  the  mortgage  rate  resets  and  the  type  of  index  on  which  it  is  based 
(e.g.,  1-year  current  market  index,  1-month  lagging  market  index).  Each  col- 
umn actually  accommodates  a  number  of  possible  indexes  and  a  range  of  re- 
set frequencies,  but  balances  in  the  five  columns  are  assumed  for  modeling 
purposes  to  consist  of  the  most  prevalent  types  of  ARMs  in  that  index  and  re- 
set range.  These  are,  respectively,  ARMs  indexed  to  6-month  Treasury,  1- 
year  Treasury,  3-year  Treasury,  1-month  11th  District  Cost  of  Funds  Index 
(COFI),  and  12-month  COFI.  All  other  information  about  ARMs,  described 
below,  is  collected  separately  for  each  of  the  five  columns,  so  that  the  bal- 
ances in  each  column  may  be  modeled  separately  using  the  iriformation  sub- 
mitted by  the  reporting  institution. 

The  outstanding  balance  and  weighted  average  coupon  of  ARMs  subject  to 
introductory  "teaser"  rates  jue  collected  separately  from  other  ARMs,  al- 
lowing teaser  ARMs  to  be  modeled  separately.  Teaser  ARMs  not  only  have 
low  coupons  relative  to  otherwise  equivalent  ARMs  but  the  option  value  im- 
plicit in  their  periodic  interest  rate  caps  is  hi^ier  than  that  of  otherwise  iden- 
tical non-teaser  ARMs.5  These  characteristics  would  result  in  aggregation 
error  if  teaser  ARMs  were  not  treated  separately. 


*  Excerpts  from  these  pricing  tables  are  available  to  all  OTS-regulated  thrifts  at  no  charge  and  at  an 
annual  charge  of  $40  to  other  interested  parties. 

^  Because  teaser  ARMs  start  at  a  less  than  fully-indexed  interest  rate,  the  probability  that  their  first 
rate  reset  will  be  constrained  by  the  periodic  rate  cap  is  higher  than  for  a  non-teaser  ARM  that  is  oth- 
erwise identical. 
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For  non-teaser  ARMs  of  each  type  of  index,  in  addition  to  information  about 
balance,  coupon,  time  to  next  coupon  reset,  and  maturity,  the  reporting  form 
collects  the  average  margin,  and  information  alTout  interest  rate  caps  on  the 
loans. 

Schedule  CMR  collects  fairly  detailed  information  about  periodic  and  life- 
time interest  rate  caps,  because  aggregation  error  can  be  especially  severe  for 
option-like  instruments  such  as  caps.  In  reporting  on  Schedule  CMR,  in- 
stitutions provide  information  that  allows  their  ARMs  to  be  segregated  into 
four  groups  on  the  basis  of  the  distance  between  their  current  coupons  and 
lifetime  rate  caps.  Each  group  is  valued  separately,  based  on  its  reported 
weighted  average  lifetime  cap.  This  approach  reduces  the  amount  of  ag- 
gregation error  by  aggregating  across  several  relatively  narrow  bands  rather 
than  one  large  one. 

In  addition  to  caps,  information  is  reported  about  periodic  and  lifetime  inter- 
est rate  floors,  allowing  those  features  to  be  incorporated  into  the  price  es- 
timates, where  relevant.  Finally,  institutions  report  information  permitting 
ARM  whole  loar«  and  ARM  securities  to  be  valued  separately. 

The  OTS  Model  projects  the  COF  index  in  each  future  month  using  the  fol- 
lowing equation  where  COFI_i  is  the  value  of  the  index  in  the  previous 
month,  and  TIYR  is  the  projected  one  year  Treasury  yield  in  each  future 
month. 

con  =  .904rCOFI_T  -  .0959»T1YR 

For  each  type  of  ARM  (e.g.,  1-year  current  market  index,  1-month  lagging 
market  index),  OTS  uses  the  OAS  methodology  to  estimate  economic  values 
for  various  combinations  of  margin,  current  coupon,  time  to  next  reset,  ma- 
turity, lifetime  cap  level,  and  presence  or  absence  of  lifetime  floors  jmd  pe- 
riodic caps  and  floors.  Those  estimates  are  stored  in  a  series  of  ten  large 
"look-up"  tables  (both  ARM  loans  and  securities  for  each  of  the  five  indices 
noted  above.  Economic  values  for  each  of  the  balances  reported  by  the  in- 
stitution are  then  calculated  by  interpolating  between  the  relevant  pricing  ta- 
ble lines  corresponding  to  that  particular  type  of  ARM  instrument. 

c.     Multifamily  and  Nonresidential  Mortgages 

The  OTS  Model  uses  the  static  discounted  cash  flow  approach  to  value  multi- 
family  and  nonresidential  mortgage  loans  and  securities.  Because  a  sig- 
nificant percentage  of  these  mortgages  are  balloon  loans,  balances  are 
divided  into  balloon  and  fully  amortizing  categories  on  Schedule  CMR.  Bal- 
ances are  further  divided  into  fixed-rate  and  adjustable-rate  categories. 
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For  fixed-rate  balances.  Schedule  CMR  collects  the  weighted  average  matur- 
ity and  the  coupon.  For  adjustable-rate  balances,  CMR  collects  the  following: 
the  index  type  (reported  as  a  code)  to  which  the  largest  percentage  of  the  in- 
stitution's balances  are  tied;  the  reset  frequency  of  the  loans  tied  to  that  in- 
dex; the  weighted  average  margin;  the  weighted  average  maturity;  the 
volume  of  balances  with  coupons  currently  within  300  basis  points  of  their 
lifetime  interest  rate  caps;  and,  for  those  balaiv:es,  the  weightEKl  average  dif- 
fererKe  (in  basis  points)  between  the  coupon  and  lifetime  cap.  In  addition,  for 
balloon  mortgages,  CMR  collects  the  remaining  term  to  full  amortization. 

The  OTS  Model  values  the  four  types  of  mortgages  (fixed-rate  balloons, 
fixed-rate  fully  amortizing,  adjustable-rate  balloons,  and  adjustable-rate  fully 
amortizing)  separately,  using  maturity,  amortization,  eind  rate  and  cap  in- 
formation specific  to  each  type.  All  balances  are  assumed  to  pay  monthly 
principal  and  interest  cash  flows.  The  coupons  of  adjustable-rate  mortgages 
(equal  to  the  projected  value  of  the  index  plus  the  reported  margin)  resets 
with  the  reported  frequency,  but  subject  to  any  interest  rate  caps.  Due  to  the 
prevalence  of  prepayment  penalties  on  these  types  of  mortgages,  pre- 
payment rates  for  all  multifamily  and  nonresidential  mortgages  are  assumed 
to  be  zero.  Although  this  category  may  include  multifamily  securities  as  well 
as  loans.  Schedule  CMR  does  not  distinguish  betweoi  them.  Consequently, 
all  balances  are  valued  as  mortgage  loans,  not  securities. 

Each  monthly  cash  flow  is  discounted  by  the  Treasury  zero-coupon  yield  ap- 
propriate for  that  month  plus  a  spread.  That  spread  is  calculated  so  that,  on 
average,  the  spread  plus  the  zero<oupon  yields  equals  the  required  net  yield 
for  30  day  commitments  on  multifamily  mortgages  posted  by  FHLMC  or 
FNMA. 

Institutions  holding  adjustable-rate  multifamily  and  nonresidential  mort- 
gages tied  to  a  variety  of  different  indices  may,  at  their  option,  report  those 
balances  disaggregated  by  index  type  in  the  Optional  Supplemental  Re- 
porting section  of  Schedule  CMR.  The  valuation  methodology  for  those  bal- 
ances is  the  same  as  that  described  above,  but  with  the  coupon  on  each  reset 
date  being  set  equal  to  the  projected  value  of  the  individually  reported  index 
plus  the  reported  margin. 

d.    Construction  and  Land  Loans 

The  OTS  model  uses  the  static  discounted  cash  flow  approach  to  value  con- 
struction cmd  land  loans  (hereafter  referred  to  collectively  as  construction 
loans).  Schedule  CMR  collects  the  outstanding  balances  of  fixed-  and  adjust- 
able-rate construction  loans,  their  weighted  average  remaining  maturities, 
and  the  weighted  average  coupon  of  fixed-rate  loans.  In  addition,  for  adjust- 
able-rate loans,  CMR  collects  an  index  code  representing  the  index  to  which 
the  largest  percentage  of  the  reporting  institution's  adjustable-rate  construc- 
tion balances  are  tied  and  the  weighted  average  margin  of  the  loans  tied  to 
that  index.  All  reported  adjustable-rate  balances  for  the  institution  are  as- 
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sumed  to  be  tied  to  that  index.  The  index  is  projected  over  the  remaining  life 
of  the  loans  and  the  coupon  rate  in  each  month  is  calculated  as  the  sum  of  the 
index  plus  the  reported  margin.  That  is,  the  OTS  Model  treats  all  adjustable- 
rate  construction  loans  as  having  a  monthly  reset  frequency  with  no  interest 
rate  caps  or  floors. 

All  construction  loans  are  assumed  to  pay  monthly  interest  and  principal  at 
maturity.  No  prepayments  are  assumed.  Each  monthly  cash  flow  is  dis- 
counted by  the  Treasury  zero-coupon  yield  for  that  month  plus  a  spread.  The 
spread  is  calculated  so  that  on  average,  the  discount  rate  is  equal  to  the  cur- 
rent lending  rate  on  construction  and  land  loans.  The  current  lending  rate  is 
estimated  by  using  the  iriformation  on  margins  and  indices  on  adjustable- 
rate  construction  and  land  lo<ms  reported  in  Schedule  CMR.  It  is  assumed  to 
be  equal  to  the  index  most  commonly  reported  by  institutions  for  construc- 
tion and  land  loans  (e.g.,  the  prime  rate)  plus  the  average  margin  reported  by 
institutions  with  loans  tied  to  that  index. 

Institutions  holding  adjustable-rate  construction  loans  tied  to  indices  other 
than  the  one  reported  in  the  construction  loans  section  of  Schedule  CMR, 
may  at  their  option  report  their  construction  loai\s  disaggregated  by  index 
type  in  the  Optional  Supplemental  Reporting  Section.  The  valuation  meth- 
odology for  those  balances  is  the  same  as  that  described  above  with  the  cou- 
pon in  each  future  mon;h  being  set  equal  to  the  projected  value  of  the  index 
plus  the  reported  margin. 

e.     Second  Mortgage  Loans 

The  OTS  Model  values  second  mortgage  loans  using  the  static  discounted 
cash  flow  approach.  Schedule  CMR  collects  the  outstanding  balances  of  fixed 
and  adjustable-rate  second  mortgage  loans,  the  weighted  average  maturity  of 
those  balances,  the  coupon  of  fixed-rate  second  mortgages,  and  the  margin, 
reset  frequency,  and  index  type  for  adjustable-rate  second  mortgages. 

Second  mortgages  are  assumed  to  be  level-payment  amortizing  loans  that 
generate  monthly  cash  flows  of  interest  and  principal.  Prepayment  rates  for 
second  mortgages  are  based  on  observed  prepayment  rates  of  home  equity 
loans  underlying  asset  backed  securities. 

The  coupon  on  adjustable-rate  second  mortgages  is  calculated  as  the  sum  of 
the  reported  index  and  the  reported  margin  and  changes  with  the  reported 
reset  frequency.  The  Model  treats  all  second  mortgages  as  having  no  interest 
rate  caps  or  floors. 
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All  monthly  cash  flows  are  discounted  by  the  Treasury  zero-coupon  yield  for 
that  month  plus  a  spread.  That  spread  is  calculated  so  that,  on  average,  the 
spread  plus  the  zero-coupon  yields  will  equal  the  observed  current  lending 
rate  on  adjustable-rate  second  mortgages.  The  current  lending  rate  is  estimat- 
ed by  using  the  information  on  margins  and  indices  on  adjustable-rate  sec- 
ond mortgages  reported  in  Schedule  CMR.  It  is  assumed  to  be  equal  to  the 
index  most  commonly  reported  by  iiutitutions  (e.g.,  the  prime  rate)  plus  the 
average  margin  reported  by  institutions  with  loans  tied  to  that  index. 

Institutions  holding  adjustable-rate  second  mortgages  tied  to  indices  other 
than  the  one  reported  in  the  second  mortgages  section  of  Schedule  CMR, 
may  at  their  option  report  their  second  mortgages  disaggregated  by  index 
type  in  the  Optional  Supplemental  Reporting  Section.  The  valuation  meth- 
odology for  those  balances  is  the  same  as  that  described  above  with  the  cou- 
pon on  each  reset  date  being  set  equal  to  the  forecasted  value  of  the  reported 
index  plus  the  reported  margin. 

f.     Commercial  Loans 

The  OTS  Model  uses  the  static  discounted  cash  flow  approach  to  value  com- 
mercial loans.  Schedule  CMR  collects  the  outstanding  balances  of  fixed-  and 
adjustable-rate  commercial  loans,  their  weighted  average  remaining  nutur- 
ity,  the  weighted  average  coupon  of  fixed-rate  loans,  and  the  weighted  aver- 
age margin  of  adjustable-rate  loans.  All  loans  are  assumed  to  pay  monthly 
interest  and  principal  at  maturity.  No  prepayments  are  assumed. 

Adjustable-rate  loans  are  assumed  to  be  indexed  to  the  prime  rate  and  to  re- 
set monthly.  The  interest  rate  on  adjustable-rate  loans  in  each  future  month  is 
eqaai  to  the  projected  prime  rate  in  each  future  month  plus  the  reported  mar- 
gin. The  prime  rate  is  projected  based  on  implied  forward  Treasury  yields. 

An  estimate  of  the  current  lending  rates  on  adjustable-rate  commercial  loans 
held  by  savings  associations  is  used  to  calculate  the  discount  rate  for  com- 
mercial loan  cash  flows.  The  current  lending  rates  are  estimated  by  using  the 
information  on  margins  on  commercial  loans  reported  on  Schedule  CMR. 
The  current  lending  rate  is  assumed  to  be  equal  to  the  prime  rate  plus  the  av- 
erage margin  reported  by  inshtutions.  The  discount  rate  in  each  future 
month  is  calculated  as  the  zero-coupon  Treasury  yield  in  that  month  plus  a 
spread.  The  spread  is  calculated  such  that,  on  average,  the  spread  plus  the 
zero-coupon  yields  will  equal  the  estimated  current  lending  rate. 

Institutions  holding  adjustable-rate  commercial  loans  tied  to  indices  other 
than  prime  may,  at  their  option,  report  their  commercial  loan  balances  dis- 
aggregated by  index  type  in  the  Optional  Supplemental  Reporting  Section  of 
Schedule  CMR.  The  valuation  methodology  for  those  balances  is  the  same  as 
that  described  above,  except  the  loan  coupon  in  each  future  month  is  equal  to 
the  projected  value  of  the  particular  reported  index  plus  the  reported  margin. 
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g.    Consumer  Loans 

The  OTS  Model  uses  the  static  discounted  cash  flow  approach  to  value  con- 
sumer loans.  Schedule  CMR  collects  the  outstanding  balances  of  fixed-  and 
adjustable-rate  consumer  loans,  their  weighted  average  reniaining  maturity, 
and  the  weighted  average  coupon  on  fixed-rate  loans.  In  addition,  for  adjust- 
able-rate loans.  Schedule  CMR  collects  the  index  to  which  the  largest  per- 
centage of  loans  are  tied,  \he  weighted  average  margin,  and  the  loans'  reset 
frequency.  All  adjustable-rate  consumer  loans  are  assumed  to  reset  based  on 
that  index,  with  the  reported  reset  frequency. 

All  consumer  loans  are  assumed  to  be  level-payment  amortizing  loans  that 
generate  monthly  cash  flows  of  interest  and  principal.  On  Schedule  SC  of  the 
Thrift  Financial  Report,  consumer  loan  balances  are  broken  dowT\  into  eight 
types.  The  OTS  Model  determines  a  unique  weighted  average  prepayment 
rate  for  each  institution's  total  consumer  loan  balances,  using  as  weights  the 
proportion  of  balances  represented  by  each  loan  type  on  Schedule  SC.  OTS 
bases  prepayment  estimates  for  each  type  of  loan  on  observed  prepayment 
rates  of  collateral  underlying  various  types  of  asset  backed  securities.  Pre- 
payment rates  are  assumed  to  remain  constant  in  the  alternate  rate  scenarios. 

Using  the  balances  reported  by  type  on  Schedule  SC,  the  OTS  Model  de- 
termines a  unique  weighted  average  discount  rate  for  each  institution's  con- 
sumer loan  balances.  For  each  loan  type,  the  discount  rate  in  each  future 
month  is  calculated  as  the  zero-coupon  Treasury  yield  in  that  month  plus  a 
spread.  Each  spread  is  calculated  such  that,  on  average,  the  spread  plus  the 
zero  coupon  yield  equals  the  observed  yield  on  an  asset  backed  security  with 
collateral  of  that  loan  typ>e.  For  consumer  loan  types  for  which  secondary 
market  yields  are  not  readily  available,  current  market  lending  rates  from 
Federal  Reserve  statistical  release  G.19  will  be  used. 

Institutions  may,  at  their  option,  report  their  consumer  loans  in  a  more  dis- 
aggregated manner  in  the  Optional  Supplemental  section  of  Schedule  CMR. 
Balances  may  be  disaggregated  by  loan  type  and  index.  The  OTS  model  then 
applies  coupon  reset  assumptions,  discount  rates,  and  prepayment  rates  spe- 
cific to  each  type  of  consumer  loan. 

h.    Mortgage  Derivative  Securities 

Mortgage  derivative  securities  include  collateralized  mortgage  obligatior« 
(CMOs),  interest-only  strips  (lOs),  principal  only  strips  (POs),  residuals, 
CMO  swaps,  and  other  instruments  with  similar  characteristics. 
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Savings  associations  report  the  book  value  of  their  holdings  of  mortgage  de- 
rivative securities  in  the  appropriate  cells  of  Schedule  CMR.  Schedule  CMR 
lists  19  types  of  mortgage  derivatives  which  are  subdivided  into  high-risk 
and  low-risk  categpries.  In  the  OTS  Model  mortgage  derivatives  are  valued 
using  one  of  two  approaches,  a  "self-reporting"  approach  or  a  benchmark 
approach,  depending  on  whether  the  savings  association  meets  certain  cri- 
teria. Under  the  self-reporting  approach,  institutions  report  ttieir  own  es- 
timates of  the  economic  value  of  their  mortgage  derivatives  in  each  of  the 
interest  rate  scenarios  evaluated  by  the  OTS  model.  These  estimates  are  then 
incorporated  directly  into  the  results  of  the  OTS  Model  to  estimate  in- 
stitutions' interest  rate  expnjsure.  Savings  dissociations  meeting  the  following 
criteria  are  required  to  report  their  own  economic  value  estimates  for  mort- 
gage derivatives. 

a.  Assets  exceeding  $500  million,  or 

b.  Any  "high-risk"  mortage  derivatives  acquired  after  December  31, 1988 
(see  Thrift  Bulletin  52  for  a  definition  of  high-risk  derivatives),  or 

c.  The  book  value  of  mortgage  derivatives  exceeds  5  percent  of  assets. 

Savings  associations  not  required  to  provide  their  own  estimates  may  pro- 
vide the  estimates  if  tiwy  wish.  The  self-reporting  approach  should  result  in 
better  estimates  of  the  interest  rate  sensitivity  of  these  instruments  than  the 
benchmark  approach  described  below. 

OTS  uses  a  benchmark  approach  to  value  the  mortgage  derivatives  of  sav- 
ings associations  that  do  not  use  the  self-reporting  approach.  Under  this  ap- 
proach, a  benchmark  security  is  chosen  to  represent  the  securities  that 
savings  associations  report  in  each  of  the  cells.  The  economic  value  of  the  de- 
rivatives in  each  cell  are  estimated  in  each  interest  rate  scenario  based  upon 
the  price  of  the  benchmark  representing  that  cell  in  each  of  those  scenarios. 
Prepayment  rates  assumed  for  the  underlying  collateral  are  the  same  as,  or 
similar,  to  those  used  to  value  mortgage  securities.  A  listing  of  the  bench- 
marks and  their  pricing  profiles  will  be  included  in  the  "Asset  and  Liability 
Pricing  Tables,"  published  by  OTS  each  quarter.  The  benchmark  for  each 
class  of  derivative  will  be  updated  when  necessary. 

lOs  and  POs  are  priced  using  the  OAS  methodology  of  the  NPV  Model.  The 
NPV  Model  uses  the  coupon  ii^formation  reported  by  savings  institutions 
and  assumed  maturities  to  calculate  the  economic  value  in  each  scenario. 
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Mortgage  Loan  Servicing  Rights  and  Mortgage  Loans  Serviced  by  Others 

i.  Mortgage  Loan  Servicing  Rights 

The  OTS  Model  uses  the  same  OAS  methodology  to  value  servicing  that  it 
uses  to  value  single-family  mortgage  loans  and  securities.  See  Section  B3 
for  a  discussion  of  the  OAS  methodology. 

The  outstanding  balances  of  fixed-rate  mortgage  loans  serviced  for  others 
are  reported  on  Schedule  CMR  in  five  coupon  ranges  (less  than  8  percent,  8 
to  8.99,  9.00  to  9.99, 10  to  10.99,  and  11  percent  and  above).  Balances  of  ad- 
justable-rate mortgages  tied  to  current  market  indices  (e.g.,  the  1-year  Con- 
stant Maturity  Treasury  yield)  cu-e  reported  separately  from  those  tied  to 
lagging  market  indices  (e.g.  the  11th  District  Cost  of  Funds).  The  OTS 
Model  treats  all  current  market  index  loans  as  1-year  CMT  ARMs  and  all 
lagging  market  index  ARMs  as  1 -month  COFI  ARMs.  CMR  also  collects 
the  weighted  average  remaining  maturity  and  tiie  weighted  average  ser- 
vicing fee  for  each  of  the  reported  balances,  the  number  loans  serviced, 
cmd  the  number  of  loans  subserviced  by  others. 

The  estimated  economic  value  of  mortgage  servicing  is  equal  to  the  dis- 
counted present  value  of  servicing  fee  income  and  ancillary  income,  minus 
the  discounted  present  value  of  servicing  cost  outflows.  The  value  derived 
from  escrow  deposits  associated  writh  mortgages  serviced  for  others  is  cal- 
culated separately.  (See  section  6.C.)  Monthly  servicing  fee  cash  flows  are 
estimated  by  adjusting  the  balances  reported  on  CMR  for  expected 
prepayments  and  amortization,  and  multiplying  the  outstanding  balances 
in  each  month  by  the  reported  weighted  average  servicing  fee.  Monthly 
ancillary  income  is  estimated  by  adjusting  the  reported  number  of  loans 
outstanding  for  expected  prepayments  and  multiplying  the  number  of 
loans  serviced  by  an  estimate  of  monthly  ancillary  income. 

Servicing  cost  outflows  are  estimated  in  the  same  manner  as  ancillary  in- 
come cash  flows.  That  is,  by  adjusting  the  repjorted  number  of  loans  ser- 
viced for  expected  prepayments  and  multiplying  the  number  of  loans 
serviced  by  an  estimate  of  monthly  servicing  cost 

Estimates  of  per-loan  ancillary  income  and  servicing  cost  are  taken  from 
the  Mortgage  Bankers  Association's  (MBA)  annual  survey.  These  estimates 
will  be  updated  annually  as  new  estimates  become  available. 

All  monthly  cash  flows  are  discounted  by  the  Treasury  zero-coupon  yield 
for  that  month  plus  a  spread.  The  spread  is  calculated  so  that  on  average, 
the  discount  rate  is  equal  to  the  current  required  yield  in  the  servicing  mar- 
ket. The  required  yield  will  be  obtained  quarterly  from  information  pro- 
vided by  dealers  in  the  servicing  market. 
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ii.  Mortgage  Loans  Serviced  by  Others 

In  the  valuation  of  single-family  whole  loans  held  in  portfolio,  the  OTS 
model  deducts  a  servicing  cost  of  20  basis  points  per  annum  from 
monthly  cash  flows.  Some  institutions  own  mortgages  that  are  serviced 
by  others,  and  may  pay  a  fee  of  more  or  less  than  20  basis  points  to  the 
servicer.  The  discounted  present  value  of  the  stream  of  fees  on  loans 
serviced  by  others  (less  the  20  basis  points  already  deducted  in  the  val- 
uation of  the  loan  itselO  represents  a  deduction  from  the  value  of  the  in- 
stitution's mortgages.  Conversely,  if  the  servicing  fee  an  institution  is 
paying  to  the  servicer  is  less  than  20  basis  points,  the  discounted 
present  value  of  the  difference  between  the  two  is  added  to  the  value  of 
the  institution's  mortgages. 

On  Schedule  CMR,  institutions  report  the  balances  of  mortgage  loans 
serviced  by  others  and  the  associated  servicing  fees  separately  for  fixed- 
rate  mortgages  and  adjustable-rate  mortgages. 

For  purposes  of  valuing  the  servicing  fee  streams,  fixed-rate  mortgages 
serviced  by  others  are  assumed  to  be  spread  uniformly  across  the  re- 
porting institution's  conventional  30-year  mortgages,  while  the  adjust- 
able-rate mortgages  serviced  by  others  are  assumed  to  be  distributed 
evenly  across  all  ARMs  held  in  portfolio.  Both  are  valued  using  the 
OAS  methodology. 

j.     Cash,  Non-Interest-Eaming  Deposits,  Overnight  Fed  Funds,  and  Over- 
night Repos 

These  short-term  assets  are  valued  at  their  face  value  in  ail  of  the  interest 
rate  scenarios  evaluated  by  the  OTS  Model. 

k.    Equity  Securities  and  Non-Mortgage-Related  Mutual  Funds 

Institutions  report  the  market  value  of  their  equity  securities  and  non- 
mortgage-related  mutual  funds  on  Schedule  CMR.  To  value  these  assets  in 
the  alternative  interest  rate  scenarios,  the  OTS  Model  assumes  their  inter- 
est rate  elasticity  to  be  -45  percent.  That  is,  for  every  100  basis  point  in- 
crease in  interest  rates,  the  value  of  equity  securities  and  non-mortgage- 
related  mutual  funds  will  be  assumed  to  decrease  by  4.5  percent,  and  vice 
versa.  For  example,  if  an  institution  reported  $100  of  equity  securities  on 
Schedule  CMR,  the  estimated  market  value  in  the  plus  200  basis  points  sce- 
nario would  be  $100  x  (1-.09)  =  $91.00. 

This  interest  rate  elasticity  was  estimated  using  regression  analysis.  It  was 
obtained  by  regressing  the  monthly  average  of  the  Wilshire  5,000  Stock  In- 
dex on  the  monthly  average  ten-year  Treasury  yield  over  a  five  year  pe- 
riod. A  time  variable  was  included  to  allow  for  an  upward  trend  in  the 
index. 
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1.     Mutual  Funds  With  Investments  in  Mortgage-Related-Securities 

Institutions  report  the  market  value  of  non-high-risk  mortgage-related  mu- 
tual fund  investments  on  Schedule  CMR  and  this  value  is  used  directly  in  the 
base  case  of  the  OT5  Model.  To  value  these  mutual  fund  investments  in  the 
alternative  interest  rate  scenarios,  the  OTS  Model  applies  the  duration  of  a 
selected  benchmark  30-year,  single-family,  fixed-rate  mortgage  security.  In- 
stitutions may  report  additional  information  on  the  portfolio  composition  of 
their  mortgage-related  mutual  funds  in  the  "Optional  Supplement  Re- 
porting" section  of  Schedule  CMR.  This  information  permits  OTS  to  apply  in- 
terest-rate sensitivity  measures  more  appropriate  to  the  specific  mix  of 
mortgage  assets  held  by  the  mutual  fund  in  which  the  institution  has  in- 
vested. 

m.  Zero-Coufjon  Securities 

These  assets  are  valued  using  the  static  discounted  cash  flow  approach.  On 
Schedule  CMR,  institutions  report  the  carrying  value  of  their  zero<oupon  se- 
curities, the  weighted  average  yield  to  maturity,  and  the  weighted  average 
maturity.  A  single  cash  flow  is  assumed  to  occur  at  the  weighted  average  ma- 
turity and  is  discounted  by  the  Treasury  zero-coupon  yield  applicable  to  that 
maturity. 

n.    Govemment  and  Agency  Securities  and  Deposits  at  FHLBs 

These  assets  are  valued  using  the  static  discounted  cash  flow  approach. 
Schedule  CMR  collects  the  outstanding  principal  balance  of  these  in- 
struments and  their  weighted  average  coupon  and  maturity.  They  are  as- 
sumed to  generate  semiannual  interest  cash  flows  with  principal  repaid  at 
maturity.  All  cash  flows  are  discounted  by  the  Treasury  zero-coupon  yields 
applicable  to  each  of  those  months. 

o.    Term  Federal  Funds  and  Repurchase  Agreements,  Deposits  at  Non-FHLBs, 
and  Commercial  Paper 

These  assets  are  valued  using  the  static  discounted  cash  flow  approach.  On 
Schedule  CMR,  institutions  report  the  outstanding  principal  balance  of  these 
asets  and  their  weighted  average  coupon  and  maturity.  TTiey  are  assumed  to 
generate  monthly  interest  cash  flows  and  pay  all  principal  at  maturity.  The 
discount  rate  in  each  month  is  calculated  as  the  zero-coupon  Treasury  yield 
applicable  to  that  month  plus  a  spread.  The  spread  is  calculated  such  that,  on 
average,  the  spread  plus  the  zero-coupon  yields  will  equal  the  3-month  com- 
mercial paper  rate  published  in  Federal  Reserve  Release  G.13. 
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p.    Otfier  Investment  Securities  (Municipal  Securities,  Mortgage-Backed  Bonds, 
Corporate  Securities,  Etc.) 

These  assets  are  valued  using  the  static  discounted  cash  flow  approach.  On 
Schedule  CMR,  institutions  report  the  outstanding  principal  bal2ince  of  these 
assets  eind  their  v^eighted  average  coupon  and  maturity.  They  are  assumed 
to  generate  senuannual  interest  cash  flows  and  pay  all  principal  at  maturity. 
The  discount  rate  is  the  zero<oupon  Treasury  yield  corresponding  to  the 
timing  of  the  cash  flow,  plus  a  spread.  The  spread  is  calculated  such  that,  on 
average,  the  spread  plus  the  zero-coupwn  yields  equals  the  AAA-rated  cor- 
porate bond  rate  published  in  Federal  Reserve  Release  G.13. 

q.    Nonperforming  Loans 

On  Schedule  CMR,  institutions  report  the  outstanding  principal  balance  of 
nonperforming  mortgage  loans  and,  separately,  of  nonperforming  non- 
mortgage  loans.  The  base  case  value  of  each  is  set  equal  to  its  reported  out- 
standing balances  nunus  valuation  allowances  for  mortgage  loans  and 
nonmortgage  loans,  respectively.  They  are  assumed  to  have  the  same  interest 
rate  sensitivities  as  each  institution's  total  mortgage  loan  portfolio  and  total 
nonmortgage  loan  portfolio,  respectively. 

r.     Real  Estate  Held  for  Investment 

Institutions  report  the  carrying  value,  net  of  valuation  allowfinces,  of  real  es- 
tate held  for  investment  on  Schedule  CMR.  Because  the  economic  value  and 
interest  rate  sensitivity  of  real  estate  investments  is  very  difficult  to  estimate 
using  financial  modeling  techniques,  OTS  assumes  their  economic  value  in 
all  interest  rate  scenarios  equals  their  book  value  That  is,  their  interest  rate 
sensitivity  is  zero. 

s.     Repossessed  Assets 

Institutions  report  the  carrying  value,  net  of  valuation  allowances,  of  re- 
possessed assets  on  Schedule  CMR.  The  economic  value  of  these  assets  in  all 
interest  rate  scenarios  is  assumed  to  be  equal  to  their  book  value.  That  is, 
their  interest  rate  sensitivity  is  assumed  to  be  zero. 

t.     Investment  in  Unconsolidated  Subsidiaries 

Institutions  report  the  carrying  value,  net  of  valuation  allowances,  of  their  in- 
vestment in  unconsolidated  subsidiaries  on  Schedule  CMR.  The  base  case  ec- 
onomic value  is  assumed  to  equal  the  book  value.  These  assets  are  assumed 
to  have  the  same  interest  rate  sensitivity  as  the  weighted  average  NPV  of  the 
entire  savings  and  loan  industry  estimated  by  the  OTS  Model  in  the  previous 
quarter. 
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u.    Office  Premises  and  Equipment 

Institutions  report  the  book  value  of  office  premises  and  equipment  on 
Schedule  CMR.  The  estimated  economic  value  in  all  interest  rate  scenarios  is 
equal  to  the  book  value.  That  is,  these  assets  are  assumed  to  have  an  interest 
rate  sensitivity  of  zero. 

v.    Other  Assets 

Other  Assets  consist  of  Accrued  Interest  Receivable,  Futures/Options  Mar- 
gin Accounts,  and  Other,  including  Property  Leased  to  Others.  The  estimated 
economic  value  of  these  items  is  equal  to  the  book  value  in  all  interest  rate 
scenarios. 

6.    Summary  of  Methodologies  for  Liabilities 

This  section  suntwnarizes  the  methodologies  used  by  the  OTS  Model  to  estimate 
the  economic  value  of  each  of  the  liability  categories  listed  on  Schedule  CMR. 

a.  Liability  EHscount  Rate 

Discount  rates  for  all  deposits  (including  demand  deposits)  are  based  on  sec- 
ondary market  CD  yields.  Cash  flows  expected  to  occur  within  the  first  six 
months  are  discounted  using  the  CD  yields  directly.  Those  expected  to  occur 
after  six  months  are  discounted  by  the  appropriate  maturity  zero-coupon 
Treasury  yield  plus  the  spread  observed  at  quarter-end  between  the  6-month 
secondary  market  CD  yield  and  the  6-month  zero<oupon  Treasury  yield. 

Discount  rates  for  borrowings  are  based  on  tihe  London  Interbank  Offered 
Rates  (LIBOR).  LIBOR  is  the  rate  that  major  international  barJcs  charge  each 
other  for  Itirge-voiume  loans  and  thus  provides  a  benchmark  for  the  mar- 
ginal cost  of  funds  for  depository  institutions.  The  zero-coupon  LIBOR  curve 
is  derived  from  market  quotes  for  several  maturities  of  LIBOR.* 

b.  Demand  Deposits 

Demand  deposits  include  transaction  accounts  (NOW,  Super  NOW,  etc.), 
money  market  deposit  accounts,  passbook  accounts,  and  non-  interest  bear- 
ing demand  deposits.  These  liabilities  have  no  stated  maturity,  and  their  of- 
fered rates  react  relatively  slowly  to  changes  in  market  rates  (except  for  non- 
interest  bearing  deposits  which,  by  definition,  do  not  have  an  offered  rate). 
Consequently,  estimation  of  the  cash  outflows  of  demand  deposits  requires 


*  The  method  used  to  derive  the  LIBOR  curve  is  similar  to  that  shown  in  Chapter  10  of  Bierwag,  C, 

DuraHon  Analysis:  Managing  Interest  Rate  Risk,  Ballinger  Publishing,  1987. 


22 


236 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


assumptions  about  the  relationship  between  offered  rates,  balcinces,  and  mar- 
ket rates.  These  assumptions  are  then  applied  to  the  reported  rates  and  bal- 
ances to  derive  economic  values  for  demand  deposits. 

These  relationships  were  estimated  statistically  for  each  type  of  demand  de- 
posit. The  change  in  the  offered  rate  cm  interest-bearing  deposits  is  assumed 
to  depend  on  changes  in  the  Treasury  bill  rate,  and  is  estimated  to  allow  for 
the  possibility  of  differing  speeds  of  adjustment  under  rising  and  falling  mar- 
ket rates.  Interest  paynvortts  are  assumed  to  be  credited  to  the  account  bal- 
ance rather  than  paid  out  monthly.  Outflows  of  accumulated  interest  and 
principal  depend  on  the  attriti(xi  of  deposit  balaiKes  (due  to  depositor  re- 
location and  other  factors)  and,  for  interest-bearing  deposits,  on  the  re- 
lationship between  offered  and  market  rates.  In  addition  to  principal  and 
interest,  the  cash  outflows  of  demand  deposits  also  include  an  estimate  of  the 
non-interest  cost  of  maintaining  the  deposits. 

OTS  plans  to  develop  the  ability  to  estintate  institution-specific  attrition  rates 
for  core  deposits  for  institutions  that  elect  to  report  data  on  Schedule  CMR 
that  will  permit  such  estimation. 

c.     Escrow  Accounts 

CMR  collects  balance  and  weighted  avaage  coupon  information  separately 
for  three  types  of  escrow  accounts:  (1)  escrows  cissociated  with  mortgages 
owned  by  the  institution,  (2)  escrows  associated  with  mortgages  serviced  for 
others,  and  (3)  other  escrows  (i.e.,  those  not  associated  with  mortgages.) 

Escrow  accounts  that  are  associated  with  mortgages  have  some  unique  char- 
acteristics that  must  be  taken  into  consideration  in  estimating  their  economic 
value.  First,  escrow  accounts  have  no  explicit  maturity;  rather  they  remain  in 
existence  as  long  as  there  are  balances  outstanding  on  their  associated  mort- 
gages. In  modeling  each  future  month's  escrow  balance,  therefore,  OTS  ap- 
plies to  the  original  escrow  balarKe  the  monthly  prepayment  rates  tfiat  are 
applied  to  the  associated  mortgage  balarKe,  either  owTied  or  serviced  for  oth- 
ers. In  other  words,  as  a  given  proportion  of  the  ir\stitution's  mortgages  are 
prepaid,  a  like  proportion  of  its  escrow  accounts  are  assumed  to  be  paid  out. 

Second,  escrow  balances  can  be  higJJy  seasonal,  reflecting  payment  of  prop- 
erty taxes.  Rather  than  attempt  to  nKxde!  that  seasonality,  the  OTS  Model  bas- 
es the  estimated  present  value  of  escrows  not  on  the  reported  quarter-end 
balance,  but  instead  on  the  average  balance  over  the  last  four  quarters.  By  us- 
ing this  average  balaiKe  as  the  original  balance,  and  applying  successive 
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monthly  mortgage  prepayment  rates  to  it,  the  Model  should  obtain  a  rea- 
sonable approximation  of  the  balance  on  deposit  in  future  months/ 

In  projecting  monthly  escrow  cash  flows  the  Model  does,  thus,  not  take  ac- 
count of  the  cyclical  build-up  and  payout  of  escrow  balances,  cmd  assumes 
rather  that  the  seasonal  fluctuation  averages  out  Only  the  net  cash  outflows 
—  resulting  from  prepayment-related  account  payoffs  and  from  interest  pay- 
ments —  are  projected.  Interest  is  assumed  to  t>e  paid  out  monthly,  at  the 
rate  reported  on  Schedule  CMR.  Account  payoffs  are  calculated  each  month 
by  applying  monthly  mortgage  prepayment  rates  (consistent  with  those  used 
by  the  Model  to  value  the  institution's  mortgages)  to  that  month's  estimated 
escrow  balance. 

These  monthly  cash  flows  are  calculated  separately  for  mortgages  held  in 
portfolio  and  those  serviced  for  others.  The  discount  rates  used  to  value 
these  two  types  of  escrows  are  the  same  as  those  used  to  value  tiie  associated 
mortgages  or  mortgage  servicing  rights.  This  approach  recognizes  that  the 
right  to  service  a  mortgage  (whether  owned  or  serviced  for  others)  and  its  as- 
sociated escrow  account  are  an  inseparable  bundle. 

Other  escrows  (i.e.,  those  not  associated  with  mortgages)  are  assumed  to 
have  a  constant  annual  run-off  rate  and  to  pay  interest  at  the  rate  reported  in 
Schedule  CMR.  To  calculate  their  economic  value,  cash  flows  are  discounted 
by  LIBOR. 

In  calculating  NPV,  the  current  quarter's  escrow  balances  are  treated  as  a  li- 
ability (at  face  value).  The  Model  treats  as  an  asset  the  difference  between  the 
institution's  four-quarter  average  escrow  balances  and  the  present  value  of 
those  accounts,  calculated  as  described  above.  That  difference  measures  the 
amount  of  benefit  that  an  institution  derives  from  its  low  cost  escrow  de- 
posits and  may  be  viewed  as  analogous  to  the  GAAP  treatment  of  the  core 
deposit  intangible  associated  with  purchased  core  deposits.^ 


'  The  four-quarter  average  balance  has  in  the  past  sometimes  t>een  distorted  by  the  purchase  or  sale 
of  mortgages  or  mortgage  servicing  rights  which  caused  sudden  one-time  changes  m  institutions' 
reported  escrow  balances.  To  minimize  the  effect  of  such  purchases  or  sales,  the  Model  calculates 
the  four-quarter  average  balance  indirectly,  as  the  current  quarter-end  mortgage  balance  (either 
owned  or  serviced  for  others)  multiplied  by  the  four-quarter  average  ratio  of  escrow  balances  to 
mortgage  balances  at  the  inshtution. 

*  For  example,  suppose  that  the  current  escrow  balance  at  an  institution  happens  to  be  zero,  as  a  re- 
sult of  seasonal  tax  payouts.  Also  suppose  that  the  institurion  has  a  four-quarter  average  escrow  bal- 
ance of  $100  and  that  the  present  value  of  those  escrow  accounts  is  $60.  The  value  that  this 
institution  derives  from  its  escrow  accounts  is,  thus,  worth  $40  and  will  be  considered  an  asset. 

24 


238 
Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


The  advantage  of  this  approach  is  that  it  prevents  the  spurious  fluctuations 
in  NPV  that  sometimes  resulted  from  seasonal  changes  in  escrow  balances  in 
the  prior  version  of  the  OTS  Model.' 

d.    Fixed-Rate,  Fixed-Maturity  Deposits 

Schedule  CMR  collects  the  outstanding  balance  of  fixed-rate,  fixed-maturity 
deposits,  their  H'eighted  average  coupon  and  weighted  average  remaining 
maturity,  and  categorizes  them  according  to  their  original  maturity.  It  also 
collects  information  on  early  withdrawal  penalties  and  balances  in  brokered 
accounts. 

The  valuation  methodology  for  these  deposits  differs  depending  on  whether 
they  are  retail  or  brokered  accounts.  The  valuation  of  retail  deposits  takes 
into  account  the  fact  that  def>ositors  often  roll  their  deposits  over  at  interest 
rates  below  those  demanded  in  the  wholesale  market  Because  of  this  feature, 
the  actual  maturity  and  future  offered  rates  of  these  deposits  have  to  be  pro- 
jected. The  roll-over  and  offered  rate  behavior  was  estimated  based  on  their 
relationship  to  market  rates.  The  offered  rate  on  retail  depHJsits  of  this  type 
reacts  somewhat  sluggishly  to  changes  in  interest  rates  and  a  significant  pro- 
portion of  the  account  balances  normally  roll-over,  and  do  so  at  below  mar- 
ket interest  rates. 

Brokered  dejjosits  are  assumed  to  be  replaced  at  maturity  with  def>osits  pay- 
ing market  rates  and  to  be  withdravwi  whenever  the  ecirly-withdrawcil  pen- 
alty is  less  than  the  spread  between  the  current  market  rate  and  the  rate 
currently  being  paid  on  the  account.io 

Both  types  of  depxjsits,  brokered  and  retail,  are  assumed  to  behave  like  zero- 
coupon  instruments,  with  monthly  payments  of  interest  credited  to  the  ac- 
count balance  rather  than  being  paid  out.  Outflows  of  principal  and  ac- 
cumulated interest  are  assumed  to  occur  upon  early-v^athdrawal  or  when  the 
account  balance  is  no  longer  rolled  over.  In  addition  to  principal  and  ac- 
cumulated interest,  the  cash  outflows  of  deposits  include  an  estimate  of  the 
non-interest  costs  attributable  to  maintaining  such  deposits. 


'  Supfxjse  an  institution,  otherwise  identical  to  the  one  in  footnote  8,  also  has  a  four-quarter  average 
escrow  balance  of  $100  with  a  present  value  of  $60,  but  has  a  different  seasonal  pattern  of  escrow 
payouts.  Because  it  has  not  yet  made  seasonal  tax  payouts,  this  institution  has  a  current  escrow  bal- 
ance of  $200  with  which  it  is  currently  funding  $200  of  short-term  securities.  This  institution's  es- 
crow accounts  also  contribute  $40  to  its  NPV.  That  is,  the  $200  in  short-term  securities  offsets  the 
$200  in  escrow  liabilities,  leaving  the  $40  escrow  asset.  This  is  a  desirable  result  because,  unlike  what 
sometimes  happened  under  OTS'  former  treatment  of  escrows,  the  institution's  NfPV  ought  not  to  be 
materially  affected  by  whether  the  reported  balances  arc  currently  at  a  seasonal  high  or  low. 

"^  The  term  "brokered  deposit"  is  used  here  as  defined  in  the  FDIC  Improvement  Act  (1991).  It  re- 
fers to  funds  obtained,  directly  or  indirectly,  by  or  through,  any  dep>osit  broker  for  depxssit  into  one 
or  more  defjosit  accounts. 
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The  only  early-withdrawal  penalties  considered  explicitly  are  those  stated  in 
terms  of  months  of  forgone  interest.  Different  by  calculated  penalties,  as  well 
as  other  options  (e.g.,  the  option  to  roll  over  at  a  predetermined  rate,  etc.),  are 
not  valued  by  the  model,  but  may  be  valued  by  the  reporting  institution  and 
reported  separately  in  the  Schedule  CMR  section  titled,  "Reporting  of  Market 
Value  Estimates." 

e.  Fixed-Rate,  Fixed-Maturity  Borrowings 

FHLB  advances,  other  borrowings,  redeenuble  preferred  stock,  and  sub- 
ordinated debt,  are  aggregated  as  "fixed-rate,  fixed  maturity  borrowings," 
and  are  assumed  to  have  cash  flows  that  depend  only  on  the  instruments'  re- 
maining maturity  and  coupon.  Thus,  cash  flows  are  assumed  to  consist  of 
montlily  or  semi-annual  interest  payments,  with  all  principal  paid  at  matur- 
ity. At  the  institution's  option,  the  economic  value  of  any  option  embedded 
in  these  instruments  (e.g.,  prepayment  penalties,  call  features,  etc.)  may  be 
valued  by  the  reporting  institution  and  reported  sepcirately  on  Schedule 
CMR  in  the  section  titled,  "Reporting  of  Market  Value  Estimates." 

f.  Variable-Rate,  Fixed-Maturity  Liabilities 

This  category  includes  liabilities  that  have  contractually  stated  maturities 
and  indexed  rates  (e.g.,  certificates  of  deposit,  FHLB  advances,  and  other  li- 
abilities). Schedule  CMR  collects  information  on  the  main  characteristics  of 
each  type  of  variable-rate,  fixed-maturity  liability  (e.g.,  type  of  index  rate, 
balance,  margin,  rate  reset  frequency,  time  to  next  reset,  and  remaining  ma- 
turity)- Cash  flows  are  assumed  to  consist  of  periodic  interest  payments  with 
principal  repaid  at  maturity. 

The  interest  cash  outflows  of  variable-rate  liabilities  are  estimated  based  on 
assumptions  about  the  relationship  between  the  index  and  market  rates. 
These  relationships  are  estimated  statistically  for  each  index  rate.  Thus,  for 
example,  the  OTS  Model  estimates  expected  future  levels  of  Treasury  rates 
and  LIBOR,  Fed  funds,  prime  and  other  rates  based  on  the  current  Treasury 
yield  curve.  At  the  institution's  option,  the  market  value  of  any  embedded 
options  (e.g.,  early-withdrawal  penalties,  call  features,  etc.)  may  be  valued  by 
the  institution  and  reported  separately  in  Schedule  CMR,  in  the  section  titled, 
"Reporting  of  Market  Value  Estimates." 
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g.    Other  Liabilities 

This  category  includes  "Collateralized  Mortgage  Securities  Issued/'  and 
"Miscellaneous  Liabilities  1  and  11."  Collateralized  Mortgage  Securities  Is- 
sued consists  of  collateralized  mortgage  securities  that  are  not  recorded  as 
sales.  Institutions  have  the  option,  and  are  encouraged,  to  report  the  market 
value  of  these  securities  in  Schedule  CMR  in  the  section.  Reporting  of  Market 
Value  Estimates.  For  those  institutions  that  elect  not  to  use  this  option,  it  is 
assumed  that  the  economic  value  of  this  category  is  equal  to  its  book  value  in 
all  interest  rate  scenarios. 

Miscellaneous  Liabilities  I  consists  of  Accrued  Interest  Payable,  Accumulated 
and  Accrued  Taxes,  Dividends  Payable,  Accounts  Payable,  and  Other  Li- 
abilities and  Deferred  Income.  The  economic  value  of  these  liabilities  is  as- 
sumed to  be  equal  to  their  book  value  in  all  interest  rate  scenarios. 

Miscellaneous  Liabilities  II  consists  of  Financial  Options  Fees  Received,  De- 
ferred Gains  or  Losses  on  Liability  Hedges,  and  Deferred  Income  Taxes.  The 
market  value  of  these  liabilities  is  assumed  to  be  zero. 

7.    Summary  of  Methodologies  for  Off-Balance  Sheet  Positions 

This  section  summarizes  the  methodologies  used  by  the  OTS  Model  to  estimate 
the  economic  values  of  off-balance  sheet  positions. 

a.    Optional  Commitments  to  Originate  Mortgages 

Optional  commitments  to  originate  mortgages  are  obligations  to  originate 
mortgage  loans  at  a  specified  interest  rate  (fixed  or  adjustable),  where  the 
loan  applicant  is  not  obligated  to  take  the  loan.  Only  those  optional  commit- 
ments to  originate  for  w^hich  a  specified  interest  rate  (a  "rate  lock")  has  been 
promised  to  the  applicant  are  reported  on  Schedule  CMR. 

The  OTS  Model  distinguishes,  and  values  separately,  optional  commitments 
to  originate  the  following  eight  categories  of  mortgages:  (1)  1-month  COPT 
ARMs,  (2)  6-month  or  1-year  COFI  ARMs,  (3)  6-month  or  1-year  Treasury 
ARMs,  (4)  3-year  or  5-year  Treasury  ARMs,  (5)  5-year  or  7-year  balloon  or  2- 
step  mortgages,  (6)  10-year,  15-year  or  20-year  FRMs,  (7)  25-year  or  30-year 
FRMs,  and  (8)  all  other  mortgages. 

Institutions  report  the  following  information  on  Schedule  CMR  for  each  posi- 
tion: (1)  the  dollar  amount,  (2)  the  weighted-average  coupon,  and  (3)  the  dol- 
lar amount  of  loan  origination  and  discount  fees  that  will  be  collected  at 
origination. 

To  value  commitments  to  originate  mortgages,  tiie  OTS  Model  first  estimates 
the  percent  of  the  reported  commitments  that  will  actually  close  and  become 
mortgage  loans. 
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The  pipeline  is  divided  into  two  segments:  commitments  within  a  few  days  of 
settlement  (assumed  to  be  15  percent  of  the  pipeline)  which  are  treated  as  be- 
ing rate-insensitive,  and  the  remaining  commitments  which  are  expected  to  be 
sensitive  to  changes  in  interest  rates. 

For  the  rate-insensitive  portion  of  the  pipeline,  the  Model  uses  an  expected  clo- 
sure rate  of  93  percent  in  all  rate  scenarios.  For  the  rate-sensitive  portion,  the 
estimated  closure  percentage  depends  on  the  ratio  of  the  rate  on  the  commit- 
ment being  valued  to  the  quarter-end  60-day  commitment  rate  on  30-year 
FR\is.  The  Model  uses  a  closure  rate  of  about  75  percent  for  commitments 
whose  rate  is  less  than  or  equal  to  the  quarter-end,  60-day  commitment  rate. 
The  closure  rate  decreases  to  a  minimum  of  60  percent  for  reported  commit- 
ments whose  rate  is  more  than  the  quarter-end  commitment  rate. 

The  next  step  is  to  determine  the  economic  value  of  the  loans  expected  to  close. 
The  economic  value  of  the  commitments  to  originate  is  detennined  by  sub- 
tracting the  delivery  value  of  a  new  mortgage  (i.e.,  par)  of  that  type  from  the 
economic  value  of  the  mortgage  underlying  the  commitment.  For  example,  if 
the  underlying  mortgage  loan  is  determined  to  have  a  value  of  102  percent  of 
face  value,  the  commitment  to  make  the  loan  would  have  an  economic  value 
equal  to  2  percent  of  face  value.  The  methodology  used  to  value  mortgages  is 
discussed  in  Section  B3.  Because  of  the  forward  nature  of  this  transaction,  the 
estimated  cost  of  carry  is  deducted  from  the  coupon  of  the  contract 

b.     Firm  Commitments  to  Purchase,  Sell,  or  Originate  Mortgages 

A  firm  commitment  to  purchase  or  sell  mortgages  is  an  agreement  to  buy  or 
sell  a  security  on  a  specified  date  at  a  specified  price.  A  firm  commitment  to 
originate  a  mortgage  is  an  obligation,  binding  both  the  lender  and  the  borrow- 
er, to  transact  a  specified  mortgage  loan  at  a  specified  interest  rate,  at  a  spe- 
cified date  in  the  future. 

The  OTS  Model  values  the  mortgages  underlying  firm  commitments  on  eight 
categories  of  mortgages:  (1)  1-month  COFI  ARMs,  (2)  6-month  or  1-year  COFI 
ARMs,  (3)  6-month  or  1-year  Treasury  ARMs,  (4)  3-year  or  5-year  Treasury 
ARMs,  (5)  5-year  or  7-year  balloon  or  2-step  mortgages,  (6)  10-year,  15-year  or 
20-year  FRMs,  (7)  25-year  or  30-year  FRMs,  and  (8)  all  other  mortgages.  The 
Model  distinguishes  conunitments  to  transact  whole  loans  versus  MBS,  and 
loans  transacted  on  a  "servicing  retained"  basis  versus  those  transacted  on  a 
"servicing  released"  basis. 

Schedule  CMR  contains  the  following  information  on  the  mortgages  under- 
lying each  position  of  firm  commitments  reported:  (1)  the  category  of  loan  or 
security,  (2)  the  notional  amount,  (3)  the  coupon  or  pass  through  rate,  and  (4) 
the  price  to  be  paid  or  received. 
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The  OTS  Model  values  the  mortgages  underlying  firm  commitments  to  pur- 
chase, sell,  or  originate  mortgages  using  the  option-adjusted  approach  that  is 
used  for  valuing  single  family  mortgages.  (See  Section  B.3  for  details.)  Commit- 
ments are  valued  as  the  amount  of  the  commitment  multiplied  by  the  differ- 
ence between  the  price  of  the  pool  of  the  mortgages  or  the  security  underlying 
the  commitment  and  the  reported  delivery  price.  Because  of  the  forward  na- 
ture of  the  contract,  the  estimated  cost  of  carry  is  deducted  from  the  coupon  of 
the  forward  contract. 

c.     Optional  Commitments  to  Purchase  or  Sell  Mortgages 

An  optional  commitment  to  purchase  mortgages  grants  the  holder  of  the  op- 
tion the  right,  but  not  the  obligation,  to  buy  a  specified  type  and  amount  of 
mortgages  or  mortgage-backed  securities,  with  a  specified  weighted  average 
coupon  (for  mortgages)  or  pass-through  rate  (for  MBSs),  at  a  specified  price 
(called  the  "strike  price"),  on  a  specified  date  (called  the  "expiration  date").  An 
optional  commitment  to  sell  mortgages  grants  the  holder  the  right,  but  not  the 
obligation,  to  sell  a  specified  type  and  amount  of  mortgages  or  MBSs,  with  a 
specified  WAC  or  pass-through  rate,  at  a  specified  price  on  a  specified  date. 

The  OTS  Model  values  the  four  types  of  option  positions  on  eight  categories  of 
mortgages  that  underlie  the  option.  The  four  option  positions  are  (1)  long  pHJSi- 
tions  to  purchase  mortgages,  (2)  long  positions  to  sell  mortgages,  (3)  short  po- 
sitions to  purchase  mortgages,  and  (4)  short  positions  to  sell  mortgages.  (A 
long  position  means  the  thrift  owns  the  option.  A  short  position  means  the 
thrift  has  sold  the  option.)  The  following  categories  of  mortgages  underlie  the 
options:  (1)  1-month  COH  ARMs,  (2)  6-month  or  1-year  COFI  ARMs,  (3)  6- 
month  or  1-year  Treasury  ARMs,  (4)  3-year  or  5-year  Treasury  ARMs,  (5)  5- 
year  or  7-year  balloon  or  2-step  mortgages,  (6)  10-year,  15-year  or  20-year 
FRMs,  (7)  25-year  or  30-year  FRMs,  and  (8)  all  other  mortgages. 

Schedule  CMR  contains  the  following  information  on  each  option  position  re- 
ported: (1)  the  coupon  or  pass-through  rate,  (2)  the  strike  price,  (3)  tiie  notional 
principal  amount,  jmd  (4)  the  expiration  date. 

Optional  comnutments  on  mortgages  are  valued  with  the  Black  76  option  val- 
uation model  described  in  Section  B.4.  Five  inputs  will  be  used  to  calculate  the 
options  value:  (1)  the  forward  price  of  the  underlying  mortgage  in  each  sce- 
nario, calculated  by  the  ots  model,  (2)  the  strike  price,  (3)  days  to  expiration  of 
the  option,  (4)  the  risk-free  rate,  represented  by  the  3-month  treasury  rate,  and 
(5)  a  volatility  measure  equal  to  the  historical  volatility  of  30-year  mbs.  A  lower 
volatility  measure  is  used  for  optional  commitments  to  buy  and  sell  ARMs. 

To  calculate  the  economic  values  in  the  shocked  rate  environments,  two  adjust- 
ments are  made  to  the  inputs  of  the  Model.  The  price  of  the  underlying  mort- 
gage corresponding  to  the  shocked  environment  is  used  (with  the  adjustment 
for  the  cost  of  carry),  and  the  risk-free  rate  of  return  is  adjusted  by  the  amount 
of  the  shock. 
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d.  Commitments  to  Purchase  or  Sell  Non-Mortgage  Financial  Assets  and  Li- 
abilities 

Commitments  to  purchase  or  sell  non-mortgage  financial  assets  and  liabilities 
are  agreements  to  purchase  or  sell  financial  assets  other  than  mortgages  or 
mortgage-backed  securities,  and  commitments  to  purchase  or  sell  liabilities,  for 
a  specified  fixed  price,  on  a  specified  date. 

Institutions  repwrt  the  following  information  on  Schedule  CMR  for  the  in- 
struments underlying  the  commitments:  (1)  The  asset  or  liability  type,  (2)  the 
dollar  (par)  amount,  (3)  the  maturity  (if  the  position  consists  of  core  deposits, 
no  information  is  provided  on  maturity),  (4)  the  coupon  or  interest  rate  paid  or 
received,  and  (5)  the  price  (as  a  percentage  of  par)  to  be  paid  or  received. 

Each  commitment  is  valued  by  estimating  the  value  of  the  underlying  asset  or 
liability  and  subtracting  the  price  at  which  the  institution  has  agreed  to  buy  or 
sell  it.  For  example,  if  an  institution  has  agreed  to  sell  certain  bonds  for  98  per- 
cent of  par,  and  the  bonds  are  determined  to  have  a  value  of  101  percent  of  par 
in  a  given  interest  rate  scenario,  the  commitment  will  have  an  economic  value 
of  negative  3  percent  of  par  in  that  scenario. 

Positions  in  "Other  Liabilities"  are  assumed  to  consist  of  commitments  to  buy 
or  sell  certificates  of  defxjsit  (CDs).  (The  valuation  of  CDs  and  core  deposits  is 
discussed  in  Section  6.) 

Positions  in  "Non-Mortgage  Financial  Assets"  are  valued  using  a  static  dis- 
counted cash  flow  approach.  These  positions  are  assumed  to  consist  of  bonds 
paying  semiannual  interest  payments.  The  OTS  model  discounts  the  cash 
flows  by  the  rate  that  would  return  the  price  at  which  the  institution  is  trans- 
acting the  instrument  (i.e.,  the  internal  rate-of-retum  of  the  instrument).  For  ex- 
ample, if  an  institution  has  agreed  to  sell  certain  bonds  for  98  percent  of  par, 
the  model  uses  that  discount  rate  in  the  base  case  that  causes  the  sum  of  the 
discounted  cash  flows  of  the  bond  to  equal  98  percent  of  par.  This  assumption 
will  result  in  these  commitments  having  a  base  case  value  of  zero. 

In  the  alternate  rate  scenarios,  the  discount  rate  is  altered  by  the  amount  of  the 
shock,  the  economic  value  of  the  bond  is  recalculated  and  subtracted  from  the 
price  at  which  the  institution  has  agreed  to  transact  the  asset. 

e.  Interest-Rate  Swaps 

i.     Fixed-for-Floating  Swaps 

Fixed-for-floating  interest-rate  swaps  are  agreements  to  exchange  a  stream 
of  fixed-rate  interest  payments  for  a  stream  of  interest  payments  that  float 
with  a  specified  index  of  interest  rates.  The  coupon  payments  are  based  on 
a  notional  principal  amount. 


30 


•  244 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


The  OTS  Model  values  fixed-for-floating  swaps  with  each  of  the  following 
floating  rate  indices:  one-month,  three-month,  and  six-month  LIBOR, 
three-month,  one-year,  three-year,  five-year,  seven-year,  and  ten-yecir 
Treasury,  the  1 1th  District  Cost  of  Funds  (COFI),  and  the  prime  rate. 

Schedule  CMR  contains  the  following  information  about  each  swap  pKJsi- 
tion  reported:  (1)  the  floating-rate  index,  (2)  the  fixed  rate,  (3)  the  notional 
principal  amount,  (4)  the  maturity  date,  and  (5)  the  margin  to  be  added  to 
the  floating-rate  index,  if  any. 

The  economic  value  of  swaps  is  estimated  as  the  present  value  of  the  cash 
flows  received  minus  the  discounted  present  value  of  the  cash  flows  paid. 
All  swaps  are  assumed  to  be  even  at  initiation  (i.e.,  the  values  of  the  pay 
and  receive  sides  are  equal),  since  no  discounts  or  premiums  can  be  re- 
ported on  Schedule  CMR. 

For  swaps  based  on  LIBOR  and  Treasury  indices,  the  projected  floating 
rate  equals  the  corresponding  implied  forward  LIBOR  or  Treasury  rate. 
The  COF  index  rates  are  projected  using  the  same  equation  that  is  de- 
scribed in  Section  B.5.b.  Both  the  fixed-rate  and  floating-rate  side  cash 
flows  are  discounted  by  the  appropriate  maturity  spot  rate  corresponding 
to  the  floating-rate  side. 

To  determine  the  swap's  economic  value  in  the  alternate  interest  rate  en- 
vironments, the  discount  rates  are  adjusted  by  the  amount  of  the  shock, 
and  economic  value  recalculated. 

ii.    Basis  Swaps 

Basis  swaps  are  agreements  to  exchange  one  stretim  of  interest  payments 
that  float  with  a  given  index  of  rates  for  a  stream  that  floats  with  a  differ- 
ent index  of  rates. 

The  Model  values  four  types  of  basis  swaps:  one-month  LIBOR-for-COFI, 
three-month  LIBOR-for-COFI,  six-month  UBOR-for-COFI,  and  three- 
month  Treasury-for  COFI  swaps.  (Treasury-for-LIBOR  swaps  are  not  re- 
ported on  Schedule  CMR  because  they  are  not  considered  to  exhibit  sig- 
nificant sensitivity  to  the  interest  rate  simulations  performed  by  the  OTS 
model.) 

The  methodology  used  to  value  basis  swaps  is  the  same  as  \hat  for  fixed- 
for-floating  swaps,  except  two  floating  rates  are  projected. 


31 


245 

Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


iii.     Swaptions 

A  swaption  is  an  option  to  enter  into  a  specified  swap  agreement  on  a 
specified  future  date.  The  OTS  Model  values  swaptions  on  Fixed-For- 
Floating  swaps.  Swaptions  on  basis  swaps  are  not  valued  by  the  Model. 
Schedule  CMR  collects  the  following  information  on  swaptions:  (1)  the 
floating-rate  index,  (2)  the  fixed  rate,  or  strike  rate,  (3)  \he  notional  prin- 
cipal amount,  (4)  the  expiration  date  of  the  swaption  (the  date  the  swap 
would  begin  if  the  swaption  were  exercised),  (5)  the  date  the  swap  un- 
derlying the  swaption  matures,  and  (6)  the  margin  to  be  added  to  the 
floating-rate  index,  if  any. 

Swaptions  are  valued  with  the  Black  76  opHon  valuation  model  de- 
scribed in  Section  B.4.  Six  inputs  are  used  to  calculate  the  option's  val- 
ue; (1)  The  forward  swap  rate  (estimated  as  the  corresponding  implied 
forward  rate),  (2)  The  expiration  date  of  the  swap  that  underlies  the 
swaption,  (3)  The  expiration  date  of  the  swaption,  (4)  The  strike  price, 
(5)  The  risk-free  rate,  represented  by  the  3-month  Treasury  rate,  and  (6) 
The  volatility,  assumed  to  be  an  average  volatility  of  short-term  rates. 

To  calculate  the  economic  value  in  the  alternate  rate  environments,  the 
corresponding  Treasury  or  LIBOR  curves  are  adjusted  by  the  amount  of 
the  rate  shock,  which  alters  the  forward  swap  rate,  and  the  risk-free 
rate  of  return  is  adjusted  by  the  amount  of  the  shock. 

iv.      Mortgage  Swaps 

Mortgage  swaps  are  agreements  to  exchange  a  stream  of  fixed-rate 
mortgage  principal  and  interest  payments  for  a  stream  of  interest  pay- 
ments that  float  with  a  market  index  of  interest  rates.  The  payments  are 
based  on  a  specified  notional  principal  amount  which  is  reduced 
monthly  as  a  function  of  the  actual  amortization  and  prepayment  ex- 
perience of  a  specified  pool  of  MBSs. 

Schedule  CMR  distinguishes  mortgage  swaps  with  one-month,  three- 
month,  and  six-month  LIBOR  floating  rate  indices.  Schedule  CMR  col- 
lects the  following  information  on  mortgage  swap  positions  reported: 
(1)  the  floating-rate  index,  (2)  the  mortgage  coupon,  (3)  the  notional 
principal  amount,  (4)  the  maturity  date  of  the  pool  of  mortgages  under- 
lying the  swap,  and  (5)  the  margin  to  be  added  to  the  floating-rate  in- 
dex, if  any. 

Mortgage  swap  agreements  are  generally  constructed  to  mimic  an  in- 
vestment in  the  underlying  mortgage  funded  by  floating-rate  bor- 
rowings. The  notional  amount  is  assumed  to  amortize  based  on  a  30- 
year  schedule  and  prepay  at  the  same  rate  as  fixed-rate  30-year  mort- 
gage mortgages. 
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V.       Amortizing  Swaps 

An  amortizing  swap  is  a  swap  on  which  the  notional  principal  amount 
amortizes  over  time.  Any  of  the  types  of  swaps  reported  on  Schedule 
CMR  (e.g.,  basis  swaps,  fixed-for-floating  swaps)  can  be  designated  as 
amortizing  swaps. 

Data  on  the  swap's  amortization  schedule  is  not  collected  on  Schedule 
CMR.  Therefore,  the  OTS  model  assumes  the  swap  (other  than  mort- 
gage swaps)  amortizes  in  a  "straight  line"  manner  over  its  life. 

f.      Interest  Rate  Caps  and  Floors 

An  interest  rate  cap  is  a  contract  that  compensates  the  holder  of  the  contract 
as  a  specified  interest  rate  index  rises  above  a  preset  rate  (called  the  cap  rate 
or  strike  rate).  An  interest  rate  floor  is  a  contract  that  compensates  the  holder 
as  a  specified  interest  rate  falls  below  a  preset  rate  (called  the  floor  rate  or 
strike  rate).  The  party  that  purchases  the  cap  or  floor  is  said  to  be  "long"  the 
cap  or  floor,  while  the  party  that  sells  the  cap  or  floor  is  said  to  be  "short"  the 
cap  or  floor.  Caps  and  floors  are  generally  entered  into  for  an  extended  pe- 
riod of  time. 

Schedule  CMR  collects  the  following  information  on  each  cap  or  floor  posi- 
tions: (1)  the  interest  rate  index  underlying  cap  or  floor,  (2)  the  notional 
amount,  (3)  the  date  the  cap  or  floor  begins  (if  the  contract  contains  a  for- 
ward provision),  (4)  the  maturity  date,  and  (5)  the  strike  rate. 

Caps  and  floors  are  valued  with  the  derivative  of  the  Black-Scholes  option 
valuation  model  that  was  described  in  Section  B.4.  Each  cap  or  floor  is  valued 
as  a  series  of  options  represented  by  the  contract  Five  inputs  are  used  to  cal- 
culate each  options'  value:  (1)  The  forward  rate  (estimated  as  the  cor- 
responding implied  forward  rate),  (2)  The  strike  rate,  (3)  The  expiration  date, 
(4)  The  risk-free  rate,  represented  by  the  3-month  Treasury  rate,  and  (5)  the 
volatility,  estimated  as  the  implied  volatility  of  the  nearby  Eurodollar  Fu- 
tures contract  for  near-term  options  in  the  series,  adjusting  to  a  long-term  es- 
timate of  volatility  for  LIBOR  for  later  options  in  the  series. 

To  calculate  the  economic  value  in  the  alternate  interest  envirorunents.  The 
Treasury  or  LIBOR  curves  are  adjusted  by  the  amount  of  the  rate  shock, 
which  alters  the  implied  forward  rates  used  to  value  each  option,  and  the 
risk-free  rate  of  return  is  adjusted  by  the  amount  of  the  shock. 


33 


247 
Office  of  Thrift  Supervision  Net  Portfolio  Value  Model 


g.     Futures 

The  OTS  model  values  long  and  short  positions  in  the  following  futures  con- 
tracts: Treasury  bond,  2-year,  5-year,  and  10-year  Treasury  notes,  1-month 
LIBOR,  3-month  Eurodollar,  3-month  Treasury  bill,  30-day  interest  rate,  3- 
year  and  5-year  swaps,  and  30-year  mortgage-backed  futures.  On  Schedule 
CMR,  institutions  report  the  contract  code  that  represent  the  types  of  futures 
contract  they  hold,  and  the  notional  principal  amounts  of  their  positions. 

Futures  contracts  are  "marked-to-market"  daily  and  cash  is  paid  or  received 
so  that  the  market  value  of  the  position  is  zero  at  the  end  of  each  day.  As  a 
result,  the  economic  value  of  futures  in  the  base  case  is  zero. 

The  estimated  economic  value  of  a  futures  position  in  the  alternate  rate  sce- 
narios is  determined  by  the  difference  between  the  estimated  futures  price  in 
the  alternate  rate  environment  and  the  futures  price  in  the  base  case,  multi- 
plied by  the  size  of  the  position.  For  Treasury  note  or  bond  futures,  the  OTS 
Model  estimates  the  futures  price  of  the  cheapest-to-deliver  (CTD)  security  in 
each  alternate  rate  environment. 

To  value  the  1-month  LIBOR,  3-month  Eurodollar,  3-month  Treasury  bill, 
and  30-day  interest  rate  futures,  the  base  case  yield  is  adjusted  by  the 
amount  of  the  interest  rate  shock.  (Treasury  bill  futures  are  adjusted  by  the 
amount  that  a  discount  yield  would  shift,  given  the  shock  to  the  zero-coupon 
Treasury  curve.)  Futures  contracts  have  a  specific  dollar  value  per  yield 
point,  so  the  market  value  of  ttiese  contracts  in  each  scenario  equals  the  prod- 
uct of  this  specific  value  and  the  change  in  the  )Teld  caused  by  the  rate  shock. 

The  OTS  Model  values  3-year  and  5-year  swaps  futures  in  the  same  manner 
as  fixed-for-floating  swaps  (refer  to  the  Swaps  section  for  discussion). 

h.    Optioris  on  Futures 

A  call  option  on  a  futures  contract  gives  the  holder  the  right,  but  not  the  ob- 
ligation, to  acquire  a  long  position  in  a  futures  contract  at  a  specified  price 
(called  the  "strike  price")  on  a  specified  date  (called  the  "expiration  date").  A 
put  option  on  a  futures  contract  gives  the  holder  the  right,  but  not  the  obliga- 
tion, to  acquire  a  short  position  in  a  futures  contract  at  a  specified  price  and 
on  a  specified  date. 

The  OTS  Model  values  the  four  types  of  optior\s  positions  on  eight  different 
futures  contracts.  The  four  option  positions  are  (1)  long  call,  (2)  long  put,  (3) 
short  call,  and  (4)  short  put.  (A  long  position  indicates  the  thrift  has  bought 
the  option.  A  short  position  indicates  the  thrift  has  sold  the  option.)  The  eight 
futures  contracts  underlying  the  options  are  (1)  30-day  interest  rate  futures, 
(2)  3-month  Treasury  bill  futures,  (3)  2-year  Treasury  note  futures,  (4)  5-year 
Treasury  note  futures,  (5)  10-year  Treasury  note  futures,  (6)  Treasury  bond 
futures,  (7)  1-month  LIBOR  futures,  and  (8)  Eurodollar  futures. 
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Schedule  CMR  contains  the  following  information  on  each  option  position 
reported:  (1)  the  notional  principal  amount,  (2)  the  strike  price,  and  (3)  the 
expiration  date  of  the  option. 

The  OTS  Model  values  options  on  futures  with  the  derivative  of  the  Black- 
Scholes  option  valuation  model  that  was  described  in  the  section  titled  "Basic 
Valuation  Methodologies."  Five  inputs  will  be  used  to  calculate  the  option's 
value:  (1)  The  price  of  the  underlying  Futures  contract  (2)  The  strike  price,  (3) 
The  expiration  date,  (4)  The  risk-free  rate,  represented  by  the  3-month  Treas- 
ury rate,  and  (5)  The  volatility,  estimated  as  the  implied  volatility  of  the  op- 
tion contract. 

Construction  LIP 

Construction  loans  in  process  (UP)  are  construction  loans  on  which  the  in- 
stitution has  closed  but  has  not  yet  disbursed  the  entire  proceeds.  Only  that 
LIP  for  which  a  fixed  interest  rate  has  been  specified  are  reported  on  Sched- 
ule CMR.  Floating-rate  agreements  or  agreements  wherein  the  rate  is  de- 
termined at  the  time  the  funds  are  disbursed  are  not  reported  on  Schedule 
CMR. 

Schedule  CMR  contaiiu  the  following  information  on  LIP:  (1)  the  amount  of 
undisbursed  funds,  (2)  the  term  until  the  expected  receipt  of  principal  on  the 
loans,  and  (3)  the  interest  rate. 

The  economic  value  of  the  commitment  is  determined  by  estimating  the  val- 
ue of  die  underlying  loan,  and  subtracting  par.  For  example,  if  the  under- 
lying loan  has  a  value  of  102  percent  of  par,  the  commitment  to  make  the 
loan  would  have  a  value  equal  to  2  percent  of  par.  The  underlying  loan  is 
valued  as  a  fixed-rate  construction  loan  (see  Section  5.E).  In  the  alternate  in- 
terest rate  scenarios,  the  discount  rate  is  adjusted  by  the  amount  of  the  shock, 
the  value  of  the  underlying  loan  is  recalculated,  imd  par  subtracted. 
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October  5,  1993 


Honorable  Susan  M.  Phillips 

Member 

Board  Of  Governors  of  the 

Federal  Reserve  System 
Washington,  D.C.  20552 

Dear  Governor  Phillips: 

On  October  28,  1993  at  10:00  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the  safety 
and  soundness  issues  associated  with  bank  derivative  activities. 
You  are  respectfully  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  bank  derivatives  activities,  please 
work  with  the  Office  of  the  Comptroller  of  the  Currency  (OCC) ,  the 
Federal  Deposit  Insurance  Corporation  (FDIC) ,  and  the  Office  of 
Thrift  Supervision  (OTS) ,  to  provide  written  answers  to  the 
following  questions  by  the  close  of  business  October  26,  1993: 

A.    Regulation  and  Supervision 

1.  Please  define  and  explain  the  systemic  risks  associated  with 
bank  holding  company  derivative  activities? 

2.  Please  define  and  explain  the  risks  associated  with  individual 
bank  holding  company  involvement  in  derivatives  activities. 

3.  What  steps  has  your  agency  taken  to  ensure  the  safety  and 
soundness  of  bank  holding  companies  involved  in  derivative 
product  activities? 

4.  Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  derivative 
activities? 

5.  Please  summarize  your  agency's  strategy  for  supervising  bank 
holding  company  derivative  product  activities? 


250 


6.  What  steps  has  the  Federal  Reserve  taken  to  ensure  its 
examiners  are  properly  trained  to  supervise  derivative 
activities?  How  many  examiners  are  trained  to  supervise  bank 
holding  company  derivative  activities?  Is  there  a  separate 
"derivatives"  examiner  corps  at  the  Federal  Reserve? 

7.  To  what  extent  does  our  multi- layered  bank  regulatory  system 
complicate  efforts  to  supervise  derivatives  activities  at  bank 
holding  companies?  Would  a  single  regulatory  agency  improve 
oversight  and  supervision  of  bank  derivatives  activities? 
Please  respond  to  Comptroller  Ludwig's  call  for  the  creation 
of  an  interagency  task  force  on  derivatives. 

8.  How  does  regulation  and  supervision  of  derivatives  activities 
differ  between  banks  and  nonbanks? 

9.  Does  your  agency  support  additional  financial  reporting 
requirements  (e.g.  credit  exposure,  replacement  cost  exposure, 
etc.)  related  to  bank  derivative  product  activities? 

10.  Does  your  agency  support  changing  U.S.  and  international 
accounting  standards  to  reflect  more  standardized  reporting  of 
derivatives  information  contained  in  bank  holding  company 
financial  statements? 

11.  Are  bank  holding  company  risk  management  systems  adequate  to 
address  the  risks  of  derivatives  activities?  Please 
differentiate  between  the  large,  well  established  dealers 
versus  new  entrants  to  the  derivatives  market.  Is  your  agency 
developing  standardized  guidelines  for  bank  holding  company 
risk  management  systems? 

12.  Does  your  agency  require  senior  managers  and  board  members  to 
pass  competency  tests  to  ensure  they  are  experienced  in 
managing  the  risks  associated  with  derivative  activities? 

13.  Should  bank  holding  companies  have  at  least  two  directors  that 
have  direct  experience  in  managing  the  risks  associated  with 
derivatives  activities? 

14.  Under  what  scenario(s)  could  an  individual  bank  holding 
company  fail  as  a  result  of  derivatives-related  activities? 
What  catastrophes  in  the  markets  could  cause  a  derivatives- 
related  bank  failure?  Are  banks  required  to 
formulate/simulate  plans  for  such  catastrophes? 

B.    Bank  Holding  Company  Derivative  Activity 

1.  What  percentage  of  derivatives  products  are  provided  by  bank 
holding  companies?  (i.e.  what  is  bank  holding  company  market 
share) ? 

2.  Please  provide  a  list  of  bank  holding  companies  that  offer 
derivatives  products.  Break  the  information  down  by  type  of 
derivative  product,  and  identify  of  the  holding  companies  that 
are  considered  dealers. 

3.  Are  bank  holding  company  derivatives  activities  profitable? 
How  important  is  derivatives-related  profit  to  overall  bank 
holding  profitability? 
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C.  Concentration 

1.  What  are  the  pro's  and  con's  related  to  the  concentration  of 
derivatives  activities  in  a  handful  of  large  money  center  bank 
holding  companies? 

2.  For  each  the  ten  largest  bank  holding  company  derivatives 
dealers,  indicate  the  credit  exposure  related  to  derivatives 
as  a  percentage  of  the  bank  holding  company  capital. 

3.  Does  your  agency  have  defined  criteria  that  must  be  met  before 
a  bank  holding  company  can  offer  derivative  products?  Do  bank 
holding  companies  need  to  notify  your  agency  prior  to  becoming 
a  dealer  in  derivative  products? 

D.  Speculation 

1.  How  does  your  agency  define  and  identify  speculation  in 
derivative  products?  Are  there  any  rules  or  regulations 
involving  bank  holding  company  speculation  activities  using 
derivative  products? 

2.  What  percentage  of  bank  holding  company  derivative 
transactions  are  related  to  a)  market  making  functions?  b) 
speculation?   c)  risk  arbitrage? 

3.  To  what  extent  do  bank  holding  companies  enter  into 
derivatives  contracts  to  hedge  or  square  positions  on  their 
own  balance  sheets? 

4.  What  percentage  of  bank  holding  company  derivative 
transactions  are  entered  into  with  a)  other  market  makers?  b) 
financial  versus  nonfinancial  end-users?  c)  existing  bank 
customers?   d)  for  the  bank's  proprietary  trading  purposes? 

E.  Separately  Capitalized  Subsidiaries 

1.  What  are  the  pro's  and  con's  of  requiring  a  bank  holding 
company  to  establish  a  separately  capitalized  subsidiary  to 
engage  in  derivative  activities? 

2.  In  providing  derivative  products,  to  what  extent  does  deposit 
insurance  provide  bank  holding  companies  with  an  advantage  or 
disadvantage  over  nonbank  competitors? 

Please  provide  answers  to  the  following  questions  by  the  close 
of  business,  November  26,  1993. 

A.    Separately  Capitalized  Subsidiaries 

1.  Does  the  Federal  Reserve  currently  encourage  or  discourage 
bank  holding  companies  from  setting  up  separately  capitalized 
subsidiaries  to  engage  in  derivatives-related  activities? 
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Over  the  past  several  years,  how  many  bank  holding  companies 
applied  to  establish  separately  capitalized  subsidiaries  to 
engage  in  derivatives-related  activities?  Has  the  Federal 
Reserve  acted  on  those  applications?  Please  explain  the 
reasons  the  Federal  Reserve  has  approved  or  denied  each 
application?  Has  the  Federal  Reserve  encouraged  bank  holding 
companies  to  withdraw  such  applications? 
2.  How  does  a  bank  holding  company's  credit  rating  affect  its 
ability  to  provide  derivatives  products  to  its  customers?  How 
does  a  bank  holding  company's  credit  rating  affect  its  ability 
to  perform  market  making  functions  in  derivatives  products? 

B.  Over-the-counter  (OTC)  Versus  Organized  Exchange 

1.  What  percentage  of  the  bank  holding  company  derivative 
transactions  are  arranged  over-the-counter  (OTC)  as  opposed  to 
arranged  through  an  organized  exchange?  What  percentage  of 
bank  holding  company  OTC  transactions  are  between  market- 
makers  versus  between  market-makers  and  their  customers? 

2.  What  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the 
markets? 

3.  To  what  extent  does  your  agency  coordinate/cooperate  with 
exchange  officials  associated  with  bank  holding  company 
exchange  related  activities? 

4.  To  what  extent  does  your  agency  coordinate/cooperate  with  the 
Commodities  Futures  Trading  Commission  (CFTC)  and  the 
Securities  Exchange  Commission  (SEC)  related  to  bank  holding 
company  derivative  activities? 

5.  Please  identify  exchange-related  clearing  organizations,  their 
function  and  bank  holding  company  membership  in  clearing 
organizations?  Who  performs  the  exchange  or  clearing 
organization  function  in  the  OTC  market? 

6.  How  do  the  parties  to  a  derivatives  contract  ensure  contract 
performance  in  the  OTC  market? 

C.  Trusts 

1.  How  many  derivatives  products  (quantity  and  notional  value)  do 
dealer  bank  holding  company's  sell  to  their  existing 
discretionary  trust  customers?  nondiscretionary  trust 
customers?   What  is  the  income  from  those  transactions? 

2.  Are  there  any  rules  governing  the  sale  of  derivative  products 
to  a  bank's  discretionary  or  nondiscretionary  trust  customers? 

3.  In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to 
sell  derivatives  products  to  its  discretionary  or 
nondiscretionary  trust  customers? 

D.  Foreign  Banks 

1.  To  what  extent  do  foreign  banks  act  as  a  dealer  in  derivatives 
products  in  the  U.S.? 
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2.  Do  agencies  and  branches  of  foreign  banks  act  as  dealer  of 
derivative  products? 

3.  How  important  are  foreign  banks  to  the  derivative  products 
market  in  the  U.S.? 

4.  Is  there  adequate  coordination  with  foreign  bank  regulators  in 
the  derivatives  area? 

E.  Trading  Accounts  and  Chinese  Walls 

1.  For  the  top  ten  bank  holding  company  derivatives  dealers  for 
the  past  five  years,  please  provide  trading  assets  and  trading 
income? 

2.  For  those  same  bank  holding  companies  over  the  same  period  of 
time,  what  percentage  of  assets  are  trading  assets  and  what 
percentage  of  total  income  is  derived  from  trading? 

3.  To  what  extent  are  there  legal  and  physical  barriers  erected 
between  bank  holding  company  proprietary  trading  activities 
and  a  bank's  customer-related  derivatives  activities? 

4.  In  trading  for  their  own  proprietary  accounts,  to  what  extent 
do  dealer  bank  holding  companies  use  information  gleaned  from 
customer-related  derivatives  activities? 

F.  Taxes 

1.  Please  comment  on  the  feasibility  and  implications  of  levying 
a  tax  on  speculation-related  derivative  transactions. 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  your  agencies  efforts  to  ensure  that  bank  holding  company 
derivative-related  activities  are  conducted  in  a  safe  and  sound 
manner. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  October  26,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


Chairman 


HBG:dk/mc 
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Thank  you  for  this  opportunity  to  present  the  views  of  the 
Federal  Reserve  Board  on  safety  and  soundness  issues  associated  with 
derivatives  activities  of  banking  organizations.   The  Board  believes 
that  these  are  important  issues  and  is  devoting  substantial  resources 
to  improving  understanding  of  derivatives  and  to  developing 
appropriate  public  policies  for  these  instruments.   Today  I  shall 
begin  by  sharing  with  you  our  perspective  on  the  public  benefits  and 
public  policy  concerns  associated  with  use  of  derivatives  by  banks  and 
by  others.   Then  I  shall  summarize  the  Board's  strategy  for  addressing 
those  concerns  and  discuss  the  specific  policy  actions  that  we  have 
taken  and  are  planning  to  take  in  order  to  implement  that  strategy. 

Public  Benefits  and  Public  Policy  Concerns 

A  derivative  is  a  financial  contract  whose  value  is  derived 
from  the  values  of  one  or  more  underlying  assets  or  reference  rates  or 
indexes  of  asset  values.   Derivatives  include  standardized  contracts 
that  are  traded  on  futures  and  securities  exchanges  and  also 
customized,  privately  negotiated  contracts  known  as  over-the-counter 
(OTC)  derivatives.   Both  types  of  derivatives  have  been  in  existence 
for  hundreds  of  years.   In  the  United  States,  commodity  futures 
exchanges  date  to  the  mid -nineteenth  century,  and  foreign  exchange 
forward  contracts  have  been  offered  by  some  U.S.  banks  since  early 
this  century. 

Since  around- 19 frO.  htrw«v«r.  the  scale..  diMexslty..  and., 
complexity  of  derivatives  activities  have  increased  greatly.   On  the 
futures  exchanges,  interest  rate  derivatives,  which  were  first 
introduced  in  the  mid-1970s,  today  account  for  more  than  half  of  total 
activity.   OTC  interest  rate  derivatives  did  not  emerge  until  the 
early  1980s,  but  today  these  instruments  are  available  and  used 
actively  in  all  of  the  major  financial  centers  in  North  America, 
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Europe.  and  Asia.   Foreign  exchange  contracts  also  are  actively  traded 
over  the  counter  and  on  exchanges  in  all  the  major  financial  centers, 
and  commodity -linked  and  equity-linked  derivatives  are  now  widely 
available. 

The  Board  believes  that  the  development  of  new  derivative 
products  and  the  overall  expansion  of  derivatives  activities  have 
provided  important  public  benefits.   The  primary  economic  function  of 
derivatives  is  to  transfer  market  risk,  that  is.  the  risk  of  an 
adverse  change  in  the  price  of  an  asset  or  portfolio  of  assets.   The 
importance  of  this  function  has  increased  as  competitive  pressures 
have  intensified  in  many  economic  sectors  and  interest  rates,  exchange 
rates,  and  other  asset  prices  have  tended  to  be  quite  volatile.   In 
this  environment,  many  financial  and  nonfinancial  businesses, 
federally  sponsored  agencies,  and  state  and  local  governments  have 
concluded  that  active  management  of  their  exposures  to  financial 
market  risks  is  essential.   They  recognize  that  such  risks,  if  left 
unmanaged,  can  jeopardize  their  ability  to  perform  successfully  their 
primary  economic  functions.   Because  derivatives,  especially 
customized  OTC  derivatives,  allow  financial  market  risks  to  be 
adjusted  more  precisely  and  at  lower  cost  than  is  possible  with  other 
financial  instruments,  many  entities  have  come  to  rely  on  such 
contracts  to  achieve  their  risk  management  objectives. 

At  the  same  time,  the  Board  recognizes  that  derivatives  are 
complex  instruments  and  that,  if  not  clearly  understood  and  properly 
managed,  their  use  can  threaten  the  safety  and  soundness  of  banks  and 
other  users.   To  date,  few  institutions  have  suffered  significant 
losses  from  derivatives  activities,  and  no  commercial  bank  has  failed 
as  a  result  of  such  activities.   But  the  potential  clearly  exists  for 
an  individual  bank  or  other  institution  to  misuse  derivatives  in  ways 
that  create  risk  exposures  that  could  materially  weaken  its  financial 
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condition.  either  because  of  ignorance  or  because  of  an  imprudent 
attitude  toward  risk. 

The  Board  also  is  concerned  that  derivatives  activities  could 
have  implications  for  the  stability  of  the  financial  system.   Whether 
derivatives  have  increased  or  decreased  systemic  risk  still  is  a 
subject  of  ongoing  review  and  analysis.   Derivatives  have  fostered 
greater  awareness  and  understanding  of  risks  and  enhanced  methods  of 
risk  management.   It  is  clear,  however,  that  derivatives  activities 
have  become  a  significant  factor  in  the  overall  risk  profiles  of  some 
banks  and  other  financial  intermediaries.   While  still  relatively  few 
in  number,  these  institutions  are  among  the  largest  and  most  active  in 
the  financial  and  banking  markets.   If  one  of  them  failed  to  manage 
its  derivatives  activities  prudently,  its  financial  condition  could  be 
weakened  and  concern  about  its  financial  health  could  jeopardize  the 
smooth  operation  of  financial  markets.   More  generally,  derivatives 
have  been  a  major  factor  in  tightening  linkages  among  markets  and 
potentially  altering  the  transmission  of  economic  and  financial 
shocks.   If  a  firm  that  was  v_ery  active  in  these  markets  came  under 
extreme  financial  stress,  regardless  of  the  source  of  its 
difficulties,  the  unwinding  of  its  outstanding  derivatives  positions 
and  related  positions  in  other  financial  markets  could  pose 
significant  challenges  both  to  the  firm  and  to  regulatory  authorities 
seeking  to  contain  the  effects  of  its  difficulties. 

It  is  also  clear  that  weaknesses  in. the  financial— 
infrastructure  for  derivatives  activities  are  a  potential  source  of 
systemic  problems.   In  fact,  the  largest  single  source  of  losses  from 
derivatives  activities  to  date  resulted  from  a  court  decision  that 
invalidated  derivatives  contracts  with  certain  local  authorities  in 
the  United  Kingdom.   In  the  United  States,  prior  to  the  passage  of  the 
Futures  Trading  Practices  Act  of  1992  and  subsequent  regulatory  action 
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by  the  Commodity  Futures  Trading  Conmiission.  the  exchange-trading 
restriction  of  the  Commodity  Exchange  Act  had  raised  serious  concerns 
about  the  legal  enforceability  of  many  OTC  derivatives  contracts.   Of 
remaining  infrastructure  problems,  perhaps  the  most  serious  relate  to 
the  legal  enforceability  of  so-called  netting  agreements  for 
derivatives  contracts,  which  still  is  questionable  in  several 
important  foreign  jurisdictions. 

A  Strategy  for  Addressing  Public  Policy  Concerns 

The  strategy  that  the  Federal  Reserve  has  pursued  to  address 
concerns  about  the  risks  associated  with  derivatives  activities  has 
three  basic  elements.   First,  the  Board  has  used  its  banking 
supervisory  authority  to  attempt  to  ensure  that  the  risks  associated 
with  the  derivatives  activities  of  the  institutions  it  regulates  are 
managed  prudently  and  do  not  pose  a  threat  to  the  deposit  insurance 
fund.   Along  with  other  banking  supervisors  in  the  United  S'^ates  and 
abroad,  the  Federal  Reserve  has  worked  to  incorporate  such  risks  into 
regulatory  minimum  capital  requirements.   At  the  same  time,  however. 
the  Board's  policies  have  emphasized  the  responsibility  of  a  bank's 
senior  management  for  ensuring  that  risks  of  the  institution's 
derivatives  activities  are  effectively  controlled  and  are  limited  to 
levels  that  do  not  pose  a  threat  of  seriously  impairing  its  capital. 
This  emphasis  reflects  the  Board's  belief  that  regulation  cannot 
substitute  for  e-ffective  risit  managpaont-.  es-peoially  in  the  ca-se -of 
activities  as  complex  and  diverse  as  derivatives  activities. 

Second,  the  Federal  Reserve  has  strongly  encouraged  private 
sector  initiatives  to  foster  sound  risk  management  of  derivatives 
activities.   Because  banks  are  not  the  only  large-scale  users  of 
derivatives,  concerns  about  risks  to  individual  institutions  and  to 
the  financial  system  must  extend  to  other  entities,  some  of  which  are 
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not  subject  to  prudential  regulation  by  banking  supervisors  or  by 
other  authorities.   Private  sector  initiatives  offer  the  promise  of 
strengthening  risk  management  practices  of  both  regulated  and 
unregulated  entities  in  the  United  States  and  abroad. 

Third,  the  Board  has  worked  with  users  of  derivatives,  other 
regulators  in  the  United  States  and  abroad,  and  legislators  to 
strengthen  the  financial  infrastructure  for  derivatives  activities. 
To  date,  these  efforts  have  focused  on  legal  enforceability  issues. 
Further  efforts  are  needed,  both  on  legal  issues  and  on  other  issues. 
notably  accounting  and  financial  reporting  issues. 

Bank  Regulatory  and  Supervisory  Policies 

Before  discussing  the  specific  regulations  and  supervisory 
policies  and  procedures  that  the  Federal  Reserve  has  implemented  to 
address  the  risks  of  bank  derivatives  activities,  several  points  about 
the  extent  and  nature  of  such  activities  should  be  noted.   Most 
important,  very  few  banking  organizations  make  use  of  derivatives.   As 
of  midyear,  only  13  percent  of  U.S.  bank  holding  companies  and  just 
8  percent  of  state-chartered  member  banks  reported  any  positions  in 
either  exchange -traded  or  OTC  derivative  contracts. 

Moreover,  for  the  vast  majority  even  of  these  banking 
organizations,  exposures  related  to  derivatives  activities  do  not 
appear  significant  relative  to  their  exposures  from  their  other 
activities  or  relative,  to.  thein  capital—  .  In- fact —  most-  cxf. -these, 
institutions  appear  to  use  derivatives  solely  or  at  least  primarily 
for  hedging,  that  is.  to  reduce  the  interest  rate  risks  and  other 
market  risks  associated  with  their  traditional  portfolios  of  loans, 
securities,  and  deposits.   The  use  of  derivatives,  especially  OTC 
derivatives,  by  these  institutions  does  create  credit  exposures  to 
counterparties.   Analysis  of  reported  data  indicates,  however,  that 
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these  credit  exposures  tend  to  be  quite  small  relative  to  credit 
exposures  from  traditional  activities. 

By  contrast,  for  at  most  a  dozen  or  so  very  large  banks  and 
bank  holding  companies,  nearly  all  of  which  have  their  headquarters  in 
New  York  or  Chicago,  derivatives  activities  have  become  a  significant 
component  of  their  overall  risk  profile.   Like  the  other  banks,  these 
banks  use  derivatives  to  hedge  market  risks  associated  with  more 
traditional  activities,  but  by  far  the  largest  share  of  their  activity 
relates  to  their  role  as  "dealers"  in  OTC  derivatives.   These  banks 
compete  with  other  large  financial  institutions  in  the  United  States 
and  abroad  to  meet  demands  from  a  wide  range  of  end -users  for 
cusTornized  derivatives  contracts  to  achieve  specific  risk  management 
objectives.   They  also  use  derivatives  (both  exchange-traded  and  OTC) 
as  vehicles  for  proprietary  trading,  that  is.  trading  designed  to 
profit  from  movements  in  absolute  or  relative  levels  of  interest 
rates,  foreign  exchange  rates,  or  other  asset  prices.   Internal  bank 
data  gathered  in  the  examination  process  suggest  that  the  derivatives 
activities  of  these  dealer  banks  have  been  quite  profitable  and  no 
serious  losses  have  been  incurred.   Nonetheless,  the  magnitude  and 
complexity  of  the  risks  these  banks  manage  quite  naturally  have  been  a 
focus  of  concern  for  the  Federal  Reserve  and  other  banking 
supervisors . 

A  key  element  of  the  Board's  efforts  to  strengthen  regulatory 
and  supervisory,  policies,  relating,  to  derivatives  activities  has  been 
the  incorporation  of  measures  of  credit  risks,  market  risks,  and 
interest  rate  risks  associated  with  these  activities  into  risk-based 
capital  requirements.   Risk-based  capital  requirements  for  credit 
exposures  on  OTC  derivative  contracts  were  part  of  the  original  Basle 
Accord  that  was  published  in  1989.   These  requirements  provide  a 
methodology  for  translating  market  values  and  notional  amounts  of 
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derivatives  contracts  into  amounts  that  are  comparable  to  credit 
exposures  on  balance  sheet  assets.   It  is  important  to  note  that  these 
"credit  equivalent  amounts."  which  include  both  the  current  exposure 
to  loss  from  default  of  a  counterparty  and  an  estimate  of  potential 
future  increases  in  exposure,  are  a  very  small  fraction  of  the 
notional  values.   Nonetheless,  for  a  few  of  the  largest  U.S.  bank 
holding  companies  these  credit  equivalent  amounts  equal  as  much  as 
20  percent  to  35  percent  of  their  balance  sheet  assets. 

At  the  end  of  April,  the  Board  made  available  for  public 
comment  proposals  by  the  Basle  Supervisors  Committee  to  revise  the 
Basle  Accord.   The  revisions  would  recognize  reductions  in  credit  risk 
from  use  of  legally  enforceable  netting  arrangements  for  derivatives 
contracts  and  would  incorporate  measures  of  market  risks  on  foreign 
exchange  and  traded  debt  and  equity  positions,  including  derivatives 
positions.   Implementation  of  the  netting  proposal  would  provide 
incentives  for  wider  use  of  netting  agreements  in  legal  jurisdictions 
in  which  concerns  about  enforceability  have  been  addressed:  it  also 
would  encourage  efforts  to  reduce  legal  uncertainty  in  the  remaining 
jurisdictions,  through  legislation  if  necessary.   With  regard  to 
market  risk,  the  treatment  of  derivatives  is  an  integral  component  of 
the  proposal.   Market  risk  would  be  assessed  on  a  portfolio  basis. 
taking  into  account  the  cash  flows  associated  with  both  derivatives 
and  the  underlying  instruments. 

The- incorporation  of  risky  asg»clated-v±th'-dti'rlvat"lves'±n- 
risk-based  capital  requirements  has  required  banking  regulators  to  set 
out  rather  complex  and  detailed  rules.   Nonetheless,  the  rules 
arguably  do  not  fully  capture  the  complexity  and  diversity  of  the 
risks  involved.   In  particular,  the  proposed  treatment  of  market  risks 
on  options  positions  is  crude  and  may  need  to  be  revised  in  light  of 
public  comments  and  further  analysis.   More  elaborate  rules  could  be 
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developed.  but  the  added  complexity  would  be  burdensome  to  banks  and 
still  might  not  fully  capture  the  risks  of  complex  portfolios.   These 
difficulties  underscore  a  point  I  made  earlier- -regulation  simply 
cannot  substitute  for  effective  risk  management,  especially  management 
of  such  complex  activities.   One  potential  solution  to  these 
difficulties  is  to  allow  banks  to  use  their  own  internal  models  to 
compute  capital  requirements  for  market  risk,  subject  to  examiner 
review  of  the  models  and  in  accordance  with  parameters  set  by 
regulators.   Indeed,  the  Basle  supervisors  have  requested  comment  on 
the  merits  of  such  an  approach  to  assessing  market  risks  on  complex 
options  portfolios  and  on  foreign  exchange  positions.   Likewise,  the 
Federal  Reserve  and  other  U.S.  bank  regulators  have  proposed  the  use 
of  internal  models,  subject  to  examiner  review,  as  a  means  of 
determining  capital  requirements  for  interest  rate  risk. 

The  on-site  examination  and  evaluation  of  internal  risk 
management  models,  systems,  and  controls  already  are  the  most 
important  elements  of  our  supervision  and  regulation  of  derivatives 
activities.   Examiners  assess  the  risk  management  systems  and  internal 
controls  in  the  banking  organization's  core  trading  and  derivatives 
activities  and  devote  special  attention  to  new  products  and  new 
approaches  to  risk  management  and  control.   Accordingly,  the  Federal 
Reserve  has  made  the  continuous  updating  and  strengthening  of  policies 
and  procedures  for  on-site  examination  of  derivatives  activities  a  top 
priority.   These^  efforts  haiFe' built  on^  our  many-years- of- experience  ■ 
supervising  foreign  exchange  derivatives  and  on  experience  with 
supervising  merchant  bank  subsidiaries  in  London,  which  were  among  the 
first  entities  to  begin  actively  trading  OTC  interest  rate  derivatives 
in  the  mid-1980s.   In  fact,  our  first  attempt  to  formalize  examination 
objectives  and  procedures  for  derivatives  activities  was  contained  in 
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a  Merchant  and  Investment  Bank  Examination  Manual  that  was  field - 
tested  in  1987  and  published  in  1988. 

Just  recently.  Federal  Reserve  staff,  including  examiners 
from  the  Federal  Reserve  Bank  of  New  York  who  have  considerable 
experience  with  bank  derivatives  activities,  have  completed  an 
extensive  effort  to  consolidate  and  enhance  examination  procedures  for 
derivatives  activities  and  trading  activities  generally.   The  result 
is  a  new  Trading  Activities  Examination  Manual  that  provides  examiners 
with  procedures  for  evaluating  a  firm's  organizational  structure, 
front-office  and  back-office  operations  and  systems,  and  its 
approaches  to  measuring  and  managing  market,  credit,  and  liquidity 
risks  associated  with  derivatives.   Examiners  in  each  of  the  Reserve 
Banks  have  begun  field -testing  this  new  manual.   When  the  testing  is 
complete,  the  Board  will  review  the  proposed  manual  and  make  revisions 
where  necessary. 

Of  course,  examiners  need  to  be  trained  to  make  effective  use 
of  these  new  materials.   As  with  other  banking  activities,  examiner 
expertise  in  derivatives  activities  is  being  developed  through  an 
apprenticeship  program  that  combines  various  types  of  formal  education 
programs  with  on-the-job  training  under  the  supervision  of  senior 
examiners.   The  Federal  Reserve  and  the  other  bank  regulatory  agencies 
have  been  working  for  some  time  to  enhance  the  coverage  of  derivatives 
activities  in  the  core  examination  curriculum  and  have  offered  a 
variety  of  specialized  courses;-  corrferenees  and -seainaTS' on 
derivatives  issues.   The  Federal  Reserve  also  is  making  special 
efforts  to  ensure  a  sharing  of  expertise  in  examining  derivatives 
activities  between  Federal  Reserve  Districts  where  this  activity  is 
widespread  and  those  where  it  is  just  developing. 

Looking  ahead,  the  Board  believes  that  accounting  and 
financial  reporting  standards  for  bank  derivatives  activities  will 
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require  further  attention  from  U.S.  and  foreign  regulators.   The 
accounting  profession  in  the  United  States  has  not  yet  developed 
consistent  accounting  principles  for  derivatives  activities,  and  there 
is  a  diversity  of  accounting  practice  among  major  U.S.  banks.   With 
respect  to  financial  reporting  of  derivatives  activities.  U.S.  banks 
already  report  more  information  than  most  foreign  banks  have  been 
required  or  have  chosen  to  divulge.   Nonetheless,  expanded  reporting 
requirements  may  be  appropriate  for  U.S.  banks  whose  derivatives 
activities  are  a  significant  element  in  their  overall  risk  profile  and 
profitability.   The  Board  believes  that  the  Interagency  Task  Force  on 
Derivatives  that  recently  has  been  formed  by  banking  regulators  should 
focus  on  assisting  other  existing  interagency  groups  in  resolving 
these  accounting  and  reporting  issues. 

Encouragement  and  Support  for  Private-Sector  Initiatives 

The  Board  believes  that  concerns  about  risks  to  individual 
institutions  and  systemic  risks  cannot  be  fully  addressed  unless 
actions  by  regulators  are  complemented  by  private  efforts  to  promote 
sound  risk  management.   Users  of  derivatives  are  a  broad  and  diverse 
group.   Of  the  leading  derivatives  dealers,  only  a  handful  are  U.S. 
banking  organizations.   Other  leading  dealers  in  these  highly 
competitive  markets  include  some  U.S.  securities  firms  and  insurance 
companies  and  many  of  the  leading  banks  and  securities  firms  in 
Canada.  France.  Germany.  Japan...  Switz.exJ.and..  the.  Unitad_Kingdom....and. 
other  countries.   Major  end-users  include  a  variety  of  regulated  and 
unregulated  entities  in  the  United  States  and  many  other  countries. 

Accordingly,  the  Board  has  encouraged  and  supported  private- 
sector  initiatives  to  address  risks  in  derivatives  activities.   In 
particular,  the  Board  believes  the  Global  Derivatives  Study  that  was 
published  recently  by  the  Group  of  Thirty  holds  considerable  promise 
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for  strengthening  the  risk  management  practices  of  a  wide  range  of 
derivatives  dealers  and  end-users.   The  study  is  a  complete  and  lucid 
source  of  information  on  the  nature  of  derivatives  activities  and  the 
types  of  risks  that  such  activities  entail.   Potentially  an  even  more 
important  contribution  of  the  study  is  the  practical  guidance  it 
provides  on  risk  management. 

This  potential  may  not  be  realized,  however,  unless  concerted 
efforts  are  made  to  ensure  implementation  of  the  recommended 
practices.   A  survey  conducted  as  part  of  the  study  revealed  that 
significant  numbers  of  dealers  and  end-users  have  not  yet  implemented 
the  recommended  practices.   Moreover,  implementation  of  some  of  the 
recommendations  is  not  straightforward  and  may  be  quite  costly. 
Partly  in  response  to  concerns  that  Board  members  and  other  regulators 
expressed  about  prospects  for  implementation,  the  International  Swaps 
and  Derivatives  Association  (ISDA)  recently  announced  a  set  of  new 
initiatives  to  foster  adoption  of  the  report's  recommendations  by 
derivatives  users.   These  include  a  follow-up  survey  of  practices, 
conferences  and  workshops,  and  special  efforts  to  reach  end-users 
through  their  trade  associations.   The  Board  believes  that  further 
efforts  of  this  kind,  whether  by  the  Group  of  Thirty,  ISDA,  or  other 
groups,  are  highly  desirable. 

Efforts  to  Strengthen  the  Infrastructure  for  Derivatives  Activities 

The  Board  has.  worked  with  central  banks  in  other,  countries  to 
develop  a  clearer  understanding  of  the  implications  of  derivatives 
activities  for  systemic  risk.   These  efforts  have  culminated  in 
publication  by  the  Bank  for  International  Settlements  of  several 
reports.   In  particular,  a  working  group  chaired  by  a  Board  staff 
member  prepared  a  Report  on  Recent  Developments  in  International 
Interbank  Relations  that  provides  perhaps  the  most  complete  discussion 
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of  the  systemic  risk  issues.   This  report  emphasized  not  only  the 
importance  of  sound  risk  management  practices  at  individual 
institutions,  but  also  the  need  to  strengthen  the  legal  and 
institutional  infrastructure  for  derivatives  activities. 

As  I  have  noted,  in  the  United  States,  legislators, 
regulatory  authorities,  and  derivatives  users  already  have  taken  a 
series  of  steps  to  ensure  the  legal  enforceability  of  netting 
agreements  for  derivatives.   The  Board  believes  that  the 
enforceability  of  such  contracts  is  critical  from  a  systemic  risk 
perspective.   If  a  counterparty  measures  its  credit  exposure  on  a  net 
basis  but  the  netting  agreement  is  not  enforceable,  the  true  exposure 
is  the  gross  exposure.   The  counterparty  thus  could  face  losses  and 
liquidity  pressures  far  larger  than  expected  and.  perhaps,  larger  than 
could  readily  be  absorbed. 

The  latest  effort  to  address  enforceability  concerns  was  a 
far-reaching  provision  of  the  FDIC  Improvement  Act.   This  provision 
validated  under  U.S.  law  all  netting  contracts  between  and  among 
depository  institutions,  securities  brokers  or  dealers,  and  futures 
commission  merchants.   Furthermore,  it  authorized  the  Federal  Reserve 
Board  to  broaden  the  coverage  to  other  financial  institutions  if  it 
determined  that  doing  so  were  appropriate  to  promote  market  efficiency 
or  to  reduce  systemic  risk.   In  early  May.  the  Board  issued  a  proposed 
rule  that  would  broaden  the  definition  of  financial  institution  to 
include  all  leg-al-  entities.  tha.r  are.  Jarge^scale.. dealers  -in  the  OTC  . 
derivatives  markets.   Implementation  of  this  proposal  would  eliminate 
uncertainty  about  the  legal  enforceability  of  netting  agreements 
between  certain  affiliates  of  securities  firms  and  insurance  companies 
that  are  active  dealers  in  the  OTC  derivatives  market  and  banks  and 
other  entities  that  already  meet  the  statutory  definition  of  financial 
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institution.   The  Board  is  currently  considering  public  comments  on 
the  proposal  and  plans  to  take  final  action  early  next  year. 

The  Federal  Reserve  also  has  worked  with  the  Commodity 
Futures  Trading  Commission  and  the  Congress  to  eliminate  the  threat 
that  OTC  derivatives  contracts  could  be  deemed  unenforceable  off- 
exchange  futures  contracts,  an  event  that,  were  it  to  have  occurred, 
clearly  could  have  caused  systemic  problems.   The  Futures  Trading 
Practices  Act  of  1992  provided  the  CFTC  with  explicit  authority  to 
exempt  OTC  derivatives  from  most  provisions  of  the  Commodity  Exchange 
Act,  including  the  exchange-trading  restriction  that  had  posed  the 
threat.   When  the  CFTC  moved  promptly  to  utilize  the  new  authority  to 
eliminate  rhe  threat  to  OTC  derivatives,  the  Board  supported  its 
action. 

As  I  indicated  in  discussing  bank  supervisory  issues,  one 
area  of  the  infrastructure  that  needs  immediate  attention  is  the 
development  of  consistent  accounting  and  financial  reporting  standards 
for  derivatives.   The  Federal  Reserve  and  other  banking  regulatory 
agencies  plan  to  press  ahead  in  developing  appropriate  standards  for 
U.S.  banking  organizations.   But.  clearly  it  would  be  preferable  for 
the  Financial  Accounting  Standards  Board  to  develop  and  implement 
standards  that  would  apply  to  all  U.S.  firms.   The  Working  Paper  of 
the  Accounting  and  Reporting  Subcommittee  that  was  included  in  the 
Group  of  Thirty's  Global  Derivatives  Study  discussed  some  promising 
approaches -to  these  issues- that  deserve  further  consideratd-on  by 
banking  regulators  and  by  FASB.   FASB  and  the  banking  regulators  have 
been  discussing  these  issues  but  need  to  intensify  discussions  with 
each  other  and  with  dealers  and  end-users  of  derivatives.   Ultimately, 
it  will  be  important  to  work  toward  international  harmonization  of 
accounting  and  reporting  standards  for  both  regulated  and  unregulated 
entities. 
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Conclusion 

In  conclusion,  the  Board  believes  that  it  has  developed  a 
sound  and  appropriate  strategy  for  addressing  public  policy  concerns 
about  potential  risks  from  derivatives  activities.   The  Federal 
Reserve  and  other  banking  supervisors  have  made  significant  progress 
in  strengthening  policies  relating  to  bank  derivatives  activities  and 
have  the  authority  necessary  to  address  such  issues  as  accounting  and 
financial  reporting.   With  respect  to  other  users  of  derivatives,  at 
this  time  the  Board  believes  that  official  encouragement  of  private- 
sector  initiatives  is  the  most  effective  way  of  addressing  public 
policy  concerns  about  risks  to  individual  institutions  and  systemic 
risks.   Nonetheless,  the  Board  continues  to  analyze  these  issues  and 
plans  to  monitor  carefully  the  progress  of  the  private- sector 
initiatives  and  to  consider  carefully  the  results  of  the  study  on  OTC 
derivatives  regulation  that  the  CFTC  just  recently  completed.   At  the 
same  time,  regulatory  and  supervisory  programs  related  to  derivatives 
activities  of  banking  institutions  will  be  reviewed  frequently  as 
these  instruments  evolve  and  as  banks'  use  of  them  develops  further. 
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QUESTION  A)l) 

Please  deflne  and  explain  the  systemic  risks  associated  with  bank  holding  company 
derivative  activities. 

Systemic  risk  is  the  risk  that  a  disruption  in  the  performance  of  any  participant 
or  group  of  participants  in  financial  markets  could  cause  widespread  difficulties  at  other  firms 
and  ultimately  throughout  the  financial  system  as  a  whole.   Such  disruptions  can  arise  from 
credit,  market,  settiement,  operating,  liquidity  and  legal  risks  which  are  the  traditional  risks 
that  banking  organizations  have  faced  daily  in  their  lending,  treasury  and  trading  functions  for 
years. 

Considerable  thought  has  been  given,  especially  among  central  banks,  to  the 
question  of  whether  ~  and  in  what  ways  --  derivatives  activities  significantly  change  the  level 
of  systemic  risk  in  financial  markets.   The  greater  awareness  and  understanding  of  risk  and 
the  enhanced  methods  of  managing  risks  that  have  accompanied  the  growth  of  derivative 
activities,  probably  have  reduced  the  likelihood  of  systemic  problems,  and  will  continue  to  do 
so  over  time  as  industry  and  supervisory  practices  advance. 

While  the  various  elements  of  risk  associated  with  derivative  activities  are  not 
unique,  the  complexity  of  some  derivative  instnmients  ~  especially  given  the  interrelation- 
ships among  the  various  elements  —  tends  to  make  the  problem  of  risk  management  more 
difficult.   To  assess  the  impact  on  their  total  portfolios  of  potential  changes  in  market  prices, 
financial  institutions  must  monitor  and  value  their  positions  in  a  wide  range  of  markets,  and 
must  assess  liquidity  in  each  of  those  markets. 

The  complexity  of  derivatives  activities  —  coupled  with  the  urging  of 
supervisors  ~  has  induced  financial  institutions  to  upgrade  significantly  their  risk  management 
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capabilities  and  to  seek  ways  to  reduce  risk.   For  example,  financial  institutions,  whose  senior 
managers  have  become  more  sensitive  to  the  risks  they  are  incurring,  have  devoted  substantial 
resources  to  the  development  of  more  sophisticated  risk  management  tools  and  have  made 
increasing  use  of  netting  to  reduce  their  credit  exposures.   These  efforts,  and  others,  have  had 
favorable  spill-over  effects  on  institutions'  abilities  to  manage  their  total  portfolios,  not  just 
their  derivatives  activities. 

Partly,  but  not  exclusively,  as  a  result  of  derivatives  activities,  the  linkages 
among  fmancial  markets  and  financial  institutions  —  especially  cross-border  linkages  --  have 
become  stronger.   Disturbances  can  spread  more  quickly  throughout  the  international  financial 
system.   As  a  consequence  of  these  increased  linkages,  if  a  systemic  problem  were  to  arise, 
central  banks  need  to  be  able  to  respond  quickly,  with  great  technical  sophistication  and 
coordination.  The  central  bank  community  recognizes  the  significance  of  these  linkages  and 
has  been  working  in  a  concerted  maimer  to  deal  with  them. 
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QUESTION  A)2) 

Please  define  and  explain  the  risks  associated  with  individual  bank  holding  company 
involvement  in  derivatives  activities. 

In  many  ways  the  risks  associated  with  derivative  instruments  are  the  same 
types  of  risks  banking  institutions  face  daily  in  their  lending,  treasury  and  trading  functions. 
These  include  counterparty  credit  risk,  market  risk,  settlement  risk,  operating  risk,  market 
liquidity  risk  and  legal  risk.   Derivatives  merely  repackage  these  risks  in  different 
combinations  that,  in  comparison  to  traditional  bank  instruments  or  products,  can  be  quite 
complex.   As  a  result,  some  derivatives  require  different  risk  measurement  methodologies  and 
require  stronger  risk  control  and  management  systems. 

Counterparty  Credit  Risk.   Counterparty  credit  risk  is  the  risk  of  loss  in  the 
event  the  counterparty  to  a  transaction  defaults,  or  otherwise  fails  to  perform  under  the  terms 
of  a  contract.   Once  the  amount  of  credit  exposure  is  estimated,  it  can  be  evaluated  and 
controlled  through  traditional  methods  of  assessing  the  credit-worthiness  of  a  counterparty. 

For  derivative  transactions  involving  firm  commitments  (forwards,  forward  rate 
agreements  ("FRAs"),  futures  and  swaps),  credit  exposure  to  the  default  of  a  counterparty 
amounts  to  the  positive  value  or  current  replacement  cost  of  the  contract   Replacement  cost 
differs  from  the  notional  principal  of  a  contract,  which  is  often  merely  the  hypothetical  basis 
on  which  payments  to  be  exchanged  are  calculated  rather  than  an  amount  actually  to  be 
exchanged.   The  replacement  cost  or  positive  market  value  of  a  contract  is  derived  from 
differences  between  the  initial  contract  terms  and  the  current  market  terms  for  an  identical 
contract.   The  market  value  is  generally  determined  by  calculating  the  present  value  of  the 
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additional  expected  cash  flows  that  arise  from  the  difference  between  the  initial  contract  terms 
and  the  current  market  terms  of  an  identical  contract 

Since  most  derivatives  involving  firm  commitments  are  entered  into  at  no  cost 
(other  than  possibly  a  nominal  fee)  to  either  party,  at  inception  they  have  zero  value  and 
therefore  no  credit  exposure.     At  that  point,  the  only  risk  is  the  potential  that  subsequent 
changes  in  the  market  price  of  the  instrument,  index  or  interest  rate  underlying  the  contract 
will  create  a  positive  contract  value  that  might  be  forfeited  if  the  counterparty  defaulted.   If 
market  prices  move  to  create  a  positive  contract  value,  the  contract  has  the  current  credit  risk 
exposure  of  its  replacement  cost  as  well  as  the  potential  future  credit  risk  that  can  arise  from 
subsequent  changes  in  market  prices. 

The  credit  exposure  of  derivatives  traded  on  exchanges  (futures  and  options  on 
futures)  is  fundamentally  different  than  derivatives  exchanged  over-the-counter  (forwards, 
futures,  FRAs,  swaps,  swaptions,  and  some  options)  because  the  exchange's  clearing 
organization  typically  acts  as  the  counterparty.   To  back  up  its  guarantee  of  contract 
performance,  the  clearing  organization  generally  protects  itself  through  margining 
requirements  based  on  daily  marking-to-market  of  contract  values,  capitalization  requirements 
for  clearing  members,  and  loss  sharing  rules. 

In  contrast,  the  bilateral  nature  of  OTC  derivative  transactions,  along  with  their 
generally  longer  performance  period  (owing  to  the  absence  of  the  standardized  margin 
requirements  and  daily  settlements)  can  lead  to  significant  counterparty  credit  exposure.  The 
presence  of  credit  risk  effectively  limits  participation  in  these  highly  competitive  markets  to 
financially  strong  institutions.   Even  among  them,  market  discipline  serves  to  limit  both  risk 
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taking  and  active  involvement  by  institutions  that  show  signs  of  financial  problems. 
Counterparties  routinely  reduce  exposures  to  weakening  institutions  by  reducing  the  volume 
and  maturity  of  transactions  they  conduct  with  those  institutions,  and  by  requiring  margin  or 
collateral  to  mitigate  credit  risk. 

Market  Risk.  The  market  risk  of  a  derivative,  like  other  financial  instruments, 
is  the  risk  of  a  decline  in  the  value  of  the  contract  arising  from  adverse  movements  in  the 
price,  index,  or  rate  of  the  instrument  underlying  the  contract  This  market  risk  depends  both 
on  the  potential  magnitude  of  change  in  the  value  of  the  underlying  asset  (often  termed  its 
"volatility")  and  on  the  relationship  between  changes  in  the  value  of  the  underlying  asset  and 
the  value  of  the  derivative.   The  latter  factor,  the  "price  sensitivity"  of  the  derivative,  can  vary 
considerably  depending  on  the  terms  of  the  derivatives  contract   For  options,  in  particular, 
the  price  sensitivity  may  vary  considerably  as  the  price  of  the  underlying  asset  changes. 

Setdement  Risk.    Settlement  risk  is  the  exposure  to  loss  arising  when  an 
institution  either  pays  out  funds  or  delivers  assets  before  receiving  assets  or  payment  from  its 
counterparty.   As  such,  settlement  risk  can  assume  several  forms.   In  foreign  exchange 
markets,  for  example,  the  time  differences  between  normal  payment  hours  in  different 
countries  can  create  time  gaps  between  offsetting  payments  from  a  single  transaction, 
exposing  institutions  to  setdement  risk  during  that  period  (i.e.,  Herstatt  risk).   In  another  form, 
settiement  risk  can  occur  when  delivery  of  securities  is  not  synchronized  with  payment  for 
them. 

Operating  Risk.   Operating  risk  is  the  risk  that  inadequate  internal  controls, 
procedures,  human  error,  system  failure,  or  fiaud  can  result  in  unexpected  losses.   This  risk 
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could  lead,  for  example,  to  open  positions  or  credit  exposures  that  exceed  established  limits. 
Given  the  complexity  of  some  instruments,  the  internal  risk  management  and  control  systems 
of  banks  engaged  in  these  transactions  must  exhibit  a  high  level  of  sophistication.   It  is  also 
essential  that  effective  lines  of  communication  be  established  between  senior  management  and 
the  management  and  staff  of  the  operating  and  trading  departments  that  execute,  value, 
record,  and  monitor  derivative  product  transactions.   This  communication  must  be  effective, 
so  that  managers  at  all  levels  fully  understand,  and  act  within,  the  parameters  of  the  bank's 
overall  risk  management  strategy  and,  importantly,  so  that  senior  management  is  aware  of, 
and  comfortable  with,  the  full  range  of  risks  taken. 

Market  Liquidity  Risk.   Market  liquidity  risk  is  the  risk  that  a  financial  asset  or 
off-balance  sheet  instrument  cannot  be  sold  or  replaced  quickly  at,  or  very  close  to,  its 
fundamental  value.   Market  liquidity  can  change  gradually  over  time,  or  rapidly  in  times  of 
market  stress,  and  in  some  markets  can  vary  significantly  over  the  course  of  the  trading  day. 

Legal  Risk.   The  most  significant  losses  to  date  in  derivative  markets  have 
resulted  from  legal  risk.   A  number  of  participants  in  the  swap  markets  suffered  losses  on 
contracts  with  local  authorities  in  the  United  Kingdom  when  those  jurisdictions  were  found  to 
be  without  authority  to  enter  into  swap  contracts,  that  is,  that  the  contracts  were  ultra  vires. 
Subsequently,  defaults  by  local  authorities  resulted  in  losses  to  their  counterparties,  as  rates 
had  moved  against  the  local  authorities.  . 

Another  source  of  concern  relates  to  the  legal  enforceability  of  netting 
provisions  under  which  exposures  from  multiple  derivative  transactions  are  netted.   Master 
agreements  with  netting  provisions  are  used  to  reduce  the  overall  level  of  credit  risk  to  a 
counterparty.  Where  a  bank  has  undertaken  a  number  of  contracts  with  a  particular 
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counterparty  subject  to  a  master  agreement,  the  bank  runs  the  risk  that,  if  the  counterparty 
fails,  the  receiver  for  the  counterparty  could  refuse  to  recognize  the  validity  of  the  netting 
provisions.   In  such  an  event,  the  receiver  could  repudiate  individual  contracts  under  which 
the  counterparty  was  obbgated  to  pay  the  bank,  while  demanding  payment  on  those  contracts 
on  which  the  bank  was  obligated  to  pay  the  counterparty.   Although  relevant  in  dealings  with 
some  non-U.S.  counterparties,  this  risk  has  been  significantly  reduced  for  financial  institutions 
in  the  United  States  by  recent  amendments  to  the  Bankruptcy  Code  and  the  Federal  Deposit 
Insurance  Act  and  by  enactment  of  the  payment  system  risk  reduction  provisions  of  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act 

Banks  have  taken  steps  to  limit  potential  legal  risks  by  obtaining  opinions  of 
counsel  that  counterparties  have  legal  authority  to  enter  into  contracts  and  by  strengthening 
due  diligence  and  suitability  reviews  of  counterparties.   Banks  and  other  market  participants 
also  are  working  together  through  an  industry  trade  group,  the  International  Swaps  and 
Derivatives  Association,  to  address  common  legal  concerns. 
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QUESTION  A)3) 


What  steps  has  your  agency  taken  to  ensure  the  safety  and  soundness  of  bank  holding 
companies  involved  in  derivative  product  activities? 


The  Federal  Reserve  regulates  and  monitors  the  derivatives  activities  of  banks 
and  bank  holding  companies  under  its  jurisdiction  through  its  risk-based  capital  adequacy 
guidelines,  regulatory  reporting  requirements,  on-site  examinations  and  policy  guidance  on 
safe  and  sound  banking  practices.   On-site  bank  examinations  and  bank  holding  company 
inspections  are  the  cornerstone  of  supervisory  efforts  to  evaluate  the  risks  inherent  in  virtually 
all  banking  activities  including  off-balance-sheet  transactions.  To  ensure  that  on-site 
evaluations  of  derivatives  activities  are  comprehensive  and  effective,  examiners  receive 
ti-aining  as  well  as  significant  supervisory  and  regulatory  policy  guidance  through  a  number  of 
technical  supervisory  manuals  and  the  use  of  a  system  of  SR  (supervision  and  regulation) 
letters.   The  development  of  institution-specific  examination  procedures,  the  review  of  reports 
received  from  banking  organizations,  on-going  monitoring  of  derivatives  markets  and  payment 
and  settlement  systems,  as  well  as  studies  and  publications,  are  also  important  elements  of  the 
system  that  the  Federal  Reserve  has  developed  to  ensure  the  safety  and  soundness  of  banking 
organizations  engaged  in  derivatives  activities.   A  brief  summary  of  each  of  these  areas 
follows. 

Risk-Based  Capital  Guidelines.^..  In  1989,  tiie  Federal  Reserve  System 
adopted  risk-based  capital  requirements  that  require  institutions  to  hold  capital  against  the 
credit  risk  inherent  in  both  on-  and  off-balance-sheet  instruments.  The  current  guidelines 
require  that  capital  be  held  against  credit  equivalent  amounts  for  both  interest-rate  and 
foreign-exchange  contracts.   These  credit-equivalent  amounts  are  computed  to  account  for 
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both  the  current  risk  exposure  of  a  contract  and  the  potential  future  risk  that  may  arise  over 
the  contract's  remaining  life.   Item  1  of  the  Supplemental  Material  contains  the  Federal 
Reserve's  Risk  Based  Capital  guidelines. 

Bank  supervisors  are  in  the  process  of  incorporating  market  risks,  such  as 
interest  rate,  foreign  exchange,  equity  price,  and  commodity  price  risk  into  the  current  capital 
guidelines.   Pursuant  to  Section  305  of  Federal  Deposit  Insurance  Corporation  Improvement 
Act  of  1991  (FDICIA),  the  banking  agencies  are  moving  forward  to  incorporate  interest  rate 
risk  into  the  risk  based  capital  guidelines.   On  September  14,  the  banking  agencies  published 
in  the  Federal  Register  a  Notice  of  Proposed  Rulemaking  on  this  issue  (Item  2  of  the 
supplemental  material).   The  proposal  outlines  specific  treatment  for  assessing  the  interest  rate 
risk  of  derivatives  activities  in  the  context  of  the  overall  interest  rate  risk  of  a  bank.   After  the 
comment  period,  the  agencies  will  develop  a  final  rule. 

In  addition,  there  are  international  efforts  underway  to  incorporate  market  risks 
into  the  risk-based  capital  standards.   In  April  1993,  the  Federal  Reserve  Board  issued  for 
public  comment  several  consultative  papers  on  market  risk  and  bank  capital  developed  by  the 
Basle  Committee  on  Banking  Supervision,  under  the  auspices  of  the  Bank  for  International 
Setdements  (Item  3  of  the  supplemental  material).  The  papers  discuss  the  supervisory 
treatments  of  netting  arrangements,  capital  requirements  for  traded  debt  and  equity  portfolios 
of  banks,  foreign  exchange  risk,  and  interest  rate  risk  in  the  "banking  book."   The  papers 
describe  the  current  status  and  direction  of  ongoing  efforts  directed  at  internationally  active 
banks  in  the  supervision  of  market  risk. 
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The  response  to  Question  A)4)  discusses  in  greater  detail  the  Federal  Reserve's 
current  capital  requirements  for  derivatives  activities  and  summarizes  both  the   international 
and  domestic  initiatives  regarding  capital  adequacy  and  market  risks  that  are  underway. 

Reporting  Requirements  for  Derivatives  Activities  -    The  primary 
regulatory  source  for  financial  statements  of  federally-insured  commercial  banks  and  savings 
banks  are  the  quarterly  Reports  of  Condition  and  Income,  commonly  referred  to  as  Call 
Reports,  which  are  currently  required  to  be  filed  in  a  maimer  generally  consistent  with 
generally  accepted  accounting  principles  (GAAP).   These  reporting  requirements  are 
determined  by  the  Federal  Reserve  and  the  other  federal  banking  agencies  ("agencies")  under 
the  auspices  of  the  Federal  Financial  Institutions  Examination  Council  (FFEEC).  Bank 
holding  companies  provide  similar  data  to  the  Federal  Reserve  in  the  quarterly  Y-9C  report, 
which  is  required  to  be  filed  in  a  manner  consistent  with  GAAP.   Information  on  derivatives 
is  presented  in  certain  reporting  schedules  on  the  Y-9C  report 

Both  reports  disclose  the  notional  values  of  foreign  exchange  and  interest  rate 
derivative  instruments  including  swaps,  futures  and  forward  contracts,  option  conQ-acts  and 
similar  contracts  involving  commodities  and  equities.   Information  on  the  replacement  costs 
of  interest  rate  and  foreign  exchange  contracts  that  have  a  positive  market  value  to  the 
reporting  entity  are  also  collected  in  both  reports  for  the  purposes  of  calculating  risk-based 
capital  requirements.   Both  reports  are  generally  available  to  the  public. 

In  addition  to  these  financial  statements,  the  FFIEC  035  report  collects 
information  on  individual  bank  foreign  exchange  positions.  The  035  report  is  filed  at  the  end 
of  each  month  by  approximately  125  banks,  bank  holding  companies  and  foreign  bank 
branches  in  the  United  States  with  $1  billion  or  more  in  foreign  exchange  commitments.  The 
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report  includes  information  on  foreign  exchange  activity  in  the  six  major  cunencies  or 
currencies  in  which  the  reporter  has  a  position  greater  than  $50  million. 

Beginning  in  1994,  reports  filed  pursuant  to  the  mandate  of  Section  112  of 
FDICIA  will  provide  additional  insight  into  the  derivatives  activities  of  banks  and  bank 
holding  companies.   Under  Section  112,  state  member  banks  with  total  consolidated  assets  of 
$500  million  or  more  will  have  to  submit  to  the  Federal  Reserve  annual  reports  containing 
audited  financial  statements  prepared  in  accordance  with  GAAP,  alternatively,  consolidated 
financial  statements  can  be  filed  by  the  bank  holding  company  ("FDICIA  Section  1 12  annual 
reports").   Such  GAAP  financial  reports  will  contain  additional  information  regarding 
derivatives  as  outlined  in  the  response  to  Question  A)9). 

On-Site  Examinations   As  indicated  earlier,  on-site  bank  examinations  and 
inspections  are  the  cornerstone  of  supervisory  efforts  to  evaluate  the  risks  inherent  in 
off-balance-sheet  transactions.   Full-scope  examinations  include  detailed  reviews  of 
management  and  assessments  of  capital  adequacy,  asset  quality,  earnings,  and  liquidity.  They 
are  often  supplemented  with  targeted  exams  designed  to  address  specific  concerns,  and  also 
with  meetings  with  bank  management  to  discuss  relevant  concerns  and  to  review 
developments  in  the  market 

Any  full-scope,  on-site  examination  contains  a  review  of  the  institution's 
infrastructure  for  measuring  and  controlling  risk.  This  review  may  be  especially  important 
regarding  derivative  activities  because  of  their  complexity  and  the  need  to  measure  and 
evaluate  the  risks  accurately,  set  internal  limits,  and  maintain  adequate  controls  and 
information  systems.   To  receive  a  favorable  assessment,  the  risk  mai.agement  approach  must 
be  comprehensive,  and  the  bank's  senior  management  must  be  well-informed  about  the  bank's 
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risk-taking  activities,  the  nature  of  the  underlying  risks,  and  the  interrelationships  of  different 
types  of  risk. 

A  bank's  system  of  internal  controls  for  its  derivatives  activities  should  include 
a  comprehensive  audit  program,  staffed  by  independent  and  knowledgeable  professionals. 
Examiners  review  not  only  the  audit  program,  but  also  the  adequacy  of  the  front  office 
procedures  and  back  office  processing  regarding,  for  example,  the  pricing  and  valuing  of  bank 
derivative  portfolios. 

To  ensure  that  on-site  examinations  of  derivatives  are  comprehensive  and 
effective,  the  Federal  Reserve  provides  examiners  with  detailed  policies  and  procedures,  as 
discussed  below,  and  has  training  programs  to  ensure  that  staff  conducting  such  examinations 
are  well  qualified.   The  response  to  Question  A)6)  provides  detail  on  the  Federal  Reserve's 
training  programs. 

Examination  Policies  and  Procedures  To  guide  examiners  in  planning  and 
conducting  on-site  examinations,  a  number  of  technical  supervision  manuals  have  been 
developed  by  the  Federal  Reserve  System.     In  general,  these  manuals  are  divided  into 
sections  relating  to  appropriate  asset,  liability,  banking  activity  or  examination  categories.   In 
turn,  a  typical  section  contains  an  introductory  discussion  of  sound  banking  practices  and 
examination  procedures  along  with  specific  examination  objectives,  procedures  and  internal 
control  questionnaires  to  be  used   in  conducting,  an  exam.   Although  they  are  not  definitive 
legal  sources,  these  manuals,  when  supplemented  with  subsequent  policy  guidance 
communicated  through  various  SR  letters,  serve  as  working  references  to  current  regulatory 
and  supervisory  policies  and  procedures. 
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A  number  of  Federal  Reserve  supervisory  manuals  deal  directly  with,  or 
contain  sections  pertaining  to,  the  oversight  of  derivatives  activities.   These  documents 
include  a  recently  developed  Trading  Activities  Examination  Manual;  the  Commercial  Bank 
Examination  Manual  and  its  supplement,  the  Merchant  and  Investment  Bank  Examination 
Manual;  the  Bank  Holding  Company  Supervision  Manual;  and.  Guidelines  and  Instructions 
for  Examinations  of  Edge  Corporations.   A  brief  summary  of  these  manuals  and/or  the 
specific  sections  relevant  to  derivatives  activities  is  presented  below: 

Trading  Activities  Examination  Manual  -  Over  the  past  18  months,  staff  of  the 
Federal  Reserve  Bank  of  New  York,  in  consultation  with  staff  of  the  Board  of  Governors 
(Board  Sta^  and  other  Reserve  Banks,  have  developed  a  Trading  Activities  Examination 
Manual  that  directly  addresses  the  supervision  of  trading  and  customer  accommodation 
activities,  with  special  emphasis  given  to  derivative  instruments.  This  manual,  which  is 
attached  as  Item  4,  is  currently  undergoing  field  testing.   While  the  manual  is  largely  a 
codification  of  current  procedures,  it  also  enhances  some  current  examination  practices  and 
initiates  new  supervisory  approaches  in  light  of  the  various  regulatory  and  industry  studies 
that  have  been  conducted  over  the  past  several  years.  The  manual  takes  a  comprehensive 
approach  to  evaluating  an  institution's  derivatives  activities  and  provides  examination 
procedures  for  evaluating  its  organizational  structure,  front-  and  back-office  operations  and 
systems,  approaches  to  market  and  credit  riskjneasurement,  and  its  overall  risk  management 
function  pertaining  to  derivatives  activities. 

Commercial  Bank  Examination  Manual    -  The  Federal  Reserve's  Commercial 
Bank  Examination  Manual  also  has  several  sections  that  either  deal  with  or  have  elements 
addressing  derivatives  activities.  The  relevant  sections  provide  procedures  for  assessing  the 
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following:    (i)  capital  adequacy,  (ii)  funding  practices,  including  interest  rate  risk  and  liquidity 
management,  (iii)  asset-backed  securities  and  securitization  activities,  (iv)  international 
operations  of  banking  organizations,  including  examiner  guidelines  for  evaluating  banker's 
acceptances,  letters  of  credit,  guarantees,  foreign  exchange  activities,  and  LDC  asset  swaps 

and  options. 

Merchant  and  Investment  Bank  Examination  Manual  (Supplement  to 
Commercial  Bank  Examination  Manual)  -   Published  in  1988,  this  manual  provides  specific 
examination  objectives  and  procedures  for  evaluating  the  activities  of  merchant  and 
investment  bank  subsidiaries  of  U.S.  banking  organizations.   Activities  addressed  by  this 
manual  include:   (i)  asset  sales,  securitization  and  loan  syndication;  (ii)  interest  rate  and 
currency  swaps  and  FRAs;  and  (iii)  financial  futures  and  options,  and  foreign  currency 
options.   Although  this  manual  directly  targets  the  examination  of  merchant  and  investment 
bank  subsidiaries,  many  of  the  activities  discussed  are  common  and  permissible  for  other 
offices  of  a  parent  organization.   Therefore,  examiners  have  used  the  procedures  set  forth  in 
the  manual  to  examine  these  activities  wherever  they  have  been  encountered  in  a  U.S.  bank  or 
bank  holding  company. 

Bank  Holding  Company  Manual  -  The  Federal  Reserve's  Bank  Holding 
Company  Examination  Manual  also  has  sections  that  either  deal  with  or  have  elements 
addressing  derivatives  activities.   The  relevant-sections  provide  procedures  for  evaluating  the 
following:  (i)  futures,  forwards,  and  option  activities,  (ii)  underwriting  and  dealing  in  certain 
debt  and  equity  securities  of  authorized  institutions,  (iii)  risk  exposure  of  asset-backed 
securities,  (iv)  futures  commission  merchant  subsidiaries  that  engage  in  a  variety  of 
permissible  activities,  including  clearing  of  certain  futures  contracts  and  giving  investment 
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advice  on  financial  futures  and  options  on  futures,  (v)  other  nonbanking  activities  which  the 
Board  has  approved  or  disapproved  on  an  individual  basis,  some  of  which  relate  to  derivative 
products. 

Guidelines  and  Instructions  for  Examinations  of  Edge  Corporations  -     Federal 
Reserve  examiners  use  the  derivative-related  sections  of  these  guidelines  in  evaluating  the 
activities  of  highly  specialized  international  banking  organizations  including:   (i)  product 
innovations  with  emphasis  on  inherent  risks  and  impact  on  profitability,  (ii)  foreign  exchange 
transactions,  including  currency  swaps. 

Specialized  Examinations  -  In  conducting  specialized  examinations  of  trust 
departments.  Federal  Reserve  examiners  also  evaluate  the  use  of  derivative  instnunents  in 
customer  accounts  to  ensure  that  their  use  is  in  accordance  with  applicable  fiduciary 
principles,  laws,  and  regulations. 

Customized  Examination  Procedures  -  The  examination  policies  and 
procedures  presented  in  the  various  supervisory  manuals  form  a  basis  for  conducting 
consistent  and  objective  examinations  of  varying  levels.   In  smaller  institutions  some 
procedures  may  not  apply,  resulting  in  a  somewhat  condensed  examination  process  than  that 
set  forth  in  the  technical  manuals.   Conversely,  in  larger  institutions  additional  procedures  are 
incorporated  into  the  process  to  effectively  examine  their  complex  and  sophisticated  activities, 
organization,  controls,  and  reporting  and  accounting  systems.   The  scope  of  any  additional 
procedures  is  determined  by  the  examiner-in-charge  and  depends  on  the  individual  institution 
being  examined. 

Market  Intelligence.   The  Federal  Reserve  relies  on  internal  and  external 
sources  for  gathering  market  intelligence.   Because  many  off-balance-sheet  activities  affect 
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securities,  foreign  exchange  and  other  markets,  the  Federal  Reserve  learns  much  about 
derivative  activities  through  its  on-going  monitoring  of  these  markets.    Many  of  these  efforts 
require  extensive  interviews  with  market  participants,  analyses  of  available  data  on  transaction 
volumes  and  prices,  and  theoretical  assessments  of  the  inherent  risks.   For  example,  the 
Federal  Reserve  open  market  and  foreign  exchange  staffs  in  Washington  and  New  York 
regularly  monitor  developments  in  a  broad  range  of  financial  markets.     External  sources  of 
information  include  organizations  such  as  the  International  Swap  Dealers  Association  and  the 
various  exchanges  which  provide  information  about  current  practices  and  emerging  trends  and 
about  fmancial  instruments  and  their  risks. 

Payment  and  Settlement  Systems.   The  growth  of  derivative  instruments  has 
created  complex  chains  of  counterparty  exposures  and,  in  the  case  of  exchange-rate  contracts, 
a  significant  expansion  of  payments  and  settlements  activity.  ConsequenUy,  the  Federal 
Reserve,  in  particular,  closely  monitors  the  payment  and  settlement  mechanisms  and  has  taken 
steps  designed  to  reduce  risks  and  guard  against  payments  "gridlock."   These  efforts  often 
involve  coordinating  general  market  information  with  examination  findings. 

Confidence  in  the  clearing  process  is  vital  to  maintaining  the  liquidity  of  a 
wide  variety  of  markets  for  both  derivative  and  underlying  instruments,  and  has  become  more 
important  as  these  markets  have  grown.   As  part  of  efforts  to  improve  the  clearing  process, 
the  Board  of  Governors  and  the  New  York  Rcsctvc  Bank  have  formed  committees  of  senior 
Federal  Reserve  officials  to  evaluate  and  discuss  payment  systems  issues. 

The  Federal  Reserve  has  also  been  involved  in  international  efforts  to  analyze 
and  discuss  clearing  and  settlement  arrangements  of  various  types.   As  part  of  this  process. 
Federal  Reserve  Board  Governor  Angell  chairs  the  Basle  Committee  on  Payment  and 
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Settlement  Systems,  which  consists  of  representatives  from  the  central  banks  of  the  G-10 
countries  and  serves  as  a  forum  for  the  monitoring  and  analysis  of  developments  in  payment 
and  settlement  systems,  both  domestic  and  cross-border. 

Studies  and  Publications.   The  Federal  Reserve  has  participated  in  a  number 
of  studies  and  research  efforts  aimed  at  educating  examiners,  supervisory  personnel,  and  other 
staff  about  developments  in  derivative  maricets.   Such  efforts  conducted  under  the  auspices  of 
the  Bank  for  International  Setdements  involve  supervisors  from  other  countries  and  also  serve 
to  inform  senior  bank  managements  of  the  risks  in  these  activities  as  perceived  by  supervisory 
agencies.   A  series  of  BIS  studies  have  been  published:   Recent  Iimovations  in  International 
Banking  (the  "Cross  Report,"  1986),  Report  of  the  Committee  on  Interbank  Netting  Schemes 
of  the  Central  Banks  of  the  Group  of  Ten  Countries  (the  "Lamfalussy  Report,"  1990),  and 
Recent  Developments  in  International  Interbank  Relations  (the  "Promisel  Report,"  1992). 

In  addition  to  these  international  publications,  the  Federal  Reserve  undertakes 
its  own  studies.   For  exan^le,  the  Federal  Reserve  Bank  of  New  York  has  published  a  two- 
volume  staff  study  entitled  International  Competitiveness  of  U.S.  Financial  Fums  which 
includes  targeted  looks  at  individual  markets  such  as  foreign  exchange  and  the  global  swap 
market  Generally,  such  studies  assess  the  risks  and  benefits  of  various  activities  while 
providing  topical  information  about  current  market  trends  and  developments. 
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QUESTION  A)4) 

Do  current  international  and  domestic  capital  standards  adequately  reflect  the  risks 
associated  with  derivatives  activities? 

Current  Capital  Requirements  for  Derivatives 

Current  capital  requirements  for  derivatives  are  governed  by  the  standards  of 
the  Basle  Accord  that  were  published  in  1988  and  adopted  into  the  Federal  Reserve  Board's 
capital  adequacy  guidelines  for  state  member  banks  and  bank  holding  companies.   Their 
current  focus  is  on  credit  or  counterparty  risk,  rather  than  market  risk,  although  banks  are 
expected  to  hold  sufficient  capital  to  guard  against  all  risks.   Prospective  capital  standards  for 
market  risk  are  addressed  in  the  proposals  recently  released  for  comment  by  the  Basle 
Supervisors'  Conunittee  and  in  the  interest  rate  risk  proposal  recently  issued  by  the  federal 
banking  agencies. 

The  existing  capital  adequacy  standards  address  the  credit  risk  associated  with 
a  bank's  on-  and  off-balance-sheet  activities,  including  those  relating  to  derivative  instru- 
ments, which  are  divided  into  two  broad  categories:   interest  rate  contracts  and  exchange  rate 
contracts.   Interest  rate  contracts  include  interest  rate  swaps,  forward  rate  agreements, 
purchased  interest  rate  options,  and  any  other  instruments  that  give  rise  to  similar  credit  risk. 
Exchange  rate  contracts  include  cross-currency  interest  rate  swaps,  forward  foreign  exchange 
contracts,  purchased  cunency  options,  and  any  other  instruments  that  give  rise  to  similar 
credit  risk.   Equity-based  and  commodity-linked  derivatives  receive  the  same  treatment  as 
exchange-rate  contracts. 

The  capital  requirement  for  a  given  derivative  contract  is  based  on  its  estimated 
"credit-equivalent  amount"  which  consists  of  two  parts:  its  current  (positive)  replacement  cost 
(if  relevant)  and  a  component  representing  potential  future  exposure.    As  pointed  out  in  the 

19 


292 


response  to  Question  A)2),  the  cuirent  replacement  cost,  if  positive,  reflects  the  credit 
exposure  to  the  default  of  a  counterparty.  The  second  component  is  calculated  as  a 
percentage  of  the  notional  value  of  the  instrument  underlying  the  derivative  contract  and  is 
dependent  on  the  contract's  remaining  maturity  and  the  type  of  underlying  instrument   The 
credit-equivalent  amount  is  then  assigned  a  risk  weight  that  ranges  from  0  to  50  percent, 
depending  on  the  creditworthiness  of  the  counterparty.   For  example,  transactions  with  banks 
would  be  assigned  a  20  percent  weight,  while  those  with  nonfinancial  corporate  business 
would  be  weighted  at  SO  peicent   Banks  must  maintain  a  minimum  coital  ratio  of  8  percent 
against  on-balance-sheet  assets  and  the  credit  equivalent  amount  of  off-balance-sheet  items, 
including  derivative  instruments.   Item  1  of  the  Supplementary  Material  contains  a  more  in- 
depth  discussion  and  illustration  of  the  Federal  Reserve  Board's  risk-based  capital  gtiidelines 
for  derivatives. 
Proposed  Capital  Requirements  for  Derivatives 

When  the  Basle  Accord  was  reached  in  1988,  authorities  recognized  its 
limitations,  including  the  need  to  develop  capital  standards  for  market  risks  such  as  interest 
rate  and  foreign  exchange  risks.   In  April  1993,  the  Basle  Supervisory  Committee  issued  a 
series  of  comment  papers  that  propose  capital  standards  for  market  risks  arising  from  a  bank's 
traded  debt  and  equity  securities,  and  from  their  overall  foreign  exchange  exposures,  including 
any  derivatives  that  are  part  of  a  bank's  trading-book.   Concurrentiy,  the  Basle  Supervisory 
Committee  also  issued  a  proposal  that  would  amend  the  1988  Basle  Accord  to  recognize 
certain  legally  binding  netting  arrangements  between  counterparties  (bilateral  netting)  on 
derivative  products. 
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Basle  Supervisory  Committee  Market  Risk  Proposals  -   The  market  risk 
proposals  define  capital  standards  for  positions  in  traded  debt  securities  and  equities,  as  well 
as  foreign  exchange.   The  proposals  are  complex,  and  the  following  discussion  only  highlights 
their  treatment  of  derivatives  activities.   Full  details  are  included  in  Item  3  of  the  Supplemen- 
tary Material.   In  general,  derivatives  that  are  part  of  the  trading  book  are  converted  into 
equivalent  positions  in  the  underlying  instrument  and  incorporated  into  the  appropriate 
framework  of  the  market  risk  proposal:   debt  securities,  equities,  or  foreign  exchange.   In  the 
case  of  traded  options,  the  market  risk  proposals  offer  a  number  of  simplified  rules  for 
players  that  rely  on  options  primarily  for  hedging  purposes. 

Traded  debt  securities  are  distributed  into  time  bands  based  upon  their 
maturities  and  repricing  periods,  with  the  value  in  each  time  band  then  multiplied  by  a  weight 
that  reflects  the  estimated  sensitivity  of  the  instruments  to  a  specific  change  in  interest  rates. 
Derivative  instruments  are  treated  similarly  by  using  their  equivalent  positions  in  the 
underlying  instruments.    A  capital  charge  is  then  assessed  against  the  net  open  position  within 
each  time  band.   However,  since  offsetting  positions  may  not  represent  perfect  hedges 
(because  of  factors  such  as  basis  risk  and  the  likelihood  of  nonparallel  shifts  in  the  yield 
curve),  full  offsetting  is  not  allowed.   Such  "disallowances"  to  complete  netting  produce 
additional  capital  requirements.   For  traded  equity  positions,  the  capital  charge  would  be 
based  on  a  fairly  simple  short  hand  method  oLcalculation. 

The  proposal  regarding  foreign  exchange  offers  two  methods  for  determining 
the  capital  charge:   a  shorthand  rule  based  on  a  bank's  net  open  foreign  exchange  position 
and  a  simulation  method  for  more  sophisticated  banks.   As  with  debt  securities  and  equities. 
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foreign  exchange  derivatives  are  generally  incorporated  into  the  framework  by  converting  the 
derivative  into  an  equivalent  position  in  the  underlying  instrument 

Netting  Proposal  -   The  netting  proposal  would  amend  the  1988  Basle  Accord 
to  recognize  certain  forms  of  bilateral  netting  of  credit  exposures,  including  those  involving 
derivative  instruments.   Under  the  proposal,  banks  would  be  permitted  to  recognize  for  capital 
purposes  bilateral  netting  agreements  that  meet  strict  legal  standards  regarding  enforceability. 
The  proposal  could  lead  to  a  significant  reduction  in  the  bank  capital  requirement  for 
derivatives  activities,  largely  reflecting  the  reduced  counterparty  risk  associated  with  legally 
valid  bilateral  netting  arrangements  under  so-called  "master  agreements." 

Under  the  proposal,  the  overall  capital  charge  for  credit  or  counterparty  risk 
would  be  based  on  the  net  positive  mark-to-market  value  of  the  transactions  covered  by  a 
bilateral  netting  arrangement,  rather  than  on  the  simi  of  the  positive  mark-to-market  values  of 
each  transaction.   However,  as  under  the  1988  Basle  Accord,  the  add-on  for  potential  future 
exposure  would  continue  to  be  based  generally  on  the  underlying  gross  notional  amount  of 
each  transaction.  The  Federal  banking  agencies  are  in  the  process  of  developing  proposed 
regulations  that  would  implement  this  proposal. 

Proposed  Treatment  Under  Section  305  of  FDICIA  -   On  September  14,  1993, 
the  federal  banking  agencies  issued  for  public  conunent  a  Notice  of  Proposed  Rulemaking  on 
interest  rate  risk  in  response  to  Section  305  of-EDICIA.    The  proposal  advances  a  specific 
treatment  for  assessing  the  interest  rate  risk  of  derivatives  activities  in  the  context  of  the 
overall  interest  rate  risk  of  a  bank.   As  proposed,  institutions  with  a  notional  value  of  off- 
balance-sheet  interest  rate  contracts  amounting  to  more  than  10  percent  of  total  assets  would 
be  required  to  report  additional  data  on  their  derivative  positions  to  enable  supervisory 
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assessment  of  the  interest  rate  risk  exposure  of  the  positions  and  their  contribution  to  the 
overall  risk  profile  of  the  institution.    Specifically,  the  notional  values  of  interest  rate  swaps, 
futures  and  forwards  and  the  delta-equivalent  values  of  options,  caps  and  floors  would  be 
reported  across  maturity  time  bands  and  used  within  a  supervisory  risk  weighting  method- 
ology to  estimate  the  potential  change  in  the  value  of  these  instruments  for  a  designated 
interest  rate  scenario.   The  proposal  also  offers  institutions  an  alternative  approach  to 
evaluating  their  interest  rate  risk,  including  that  related  to  derivatives  activities,  that  would 
allow  institutions  to  report  the  change  in  value  of  their  assets,  liabilities  and  off-balance-sheet 
contracts  under  a  specified  interest  rate  scenario  using  the  institution's  own  internal  models. 
Such  estimates,  including  the  underlying  assumptions  used,  would  be  subject  to  examiner 
review  for  acceptability  prior  to  their  use  for  capital  adequacy  purposes. 
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QUESTION  A)S) 

Please  summarize  your  agency's  strategy  for  supervising  bank  holding  company 
derivative  product  activities. 


As  noted  in  the  response  to  Question  A)3),  the  Federal  Reserve  supervises  bank 
and  bank  holding  company  derivative  product  activities  through  a  number  of  means  including 
risk-based  capital  adequacy  guidelines,  regulatory  reporting  requirements,  on-site  examinations 
and  inspections,  policy  guidance  on  safe  and  sound  banking  practices,  examiner  training, 
special  studies  and  the  monitoring  of  derivative  markets  and  payment  and  settlement  systeins. 
Of  these  approaches  to  supervision,  the  Federal  Reserve  considers  on-site  bank  examinations 
and  inspections  to  be  the  cornerstone  of  supervisory  efforts  to  evaluate  the  risks  inherent  in 
off-balance  sheet  transactions. 

Full-scope  examinations  or  inspections  include  a  detailed  review  of 
management  systems  and  assessments  of  capital  adequacy,  asset  quality,  earnings  and 
liquidity.   To  ensure  that  an  institution  is  following  safe  and  sound  practices  with  regard  to  its 
derivative  activities,  a  thorough  review  of  the  institution's  infrastructure  for  measuring  and 
controlling  risk  is  performed.  This  review  is  especially  important  for  derivative  activities 
because  of  their  complexity  and  the  need  for  management  to  measure  and  evaluate  the  risks 
accurately,  set  internal  limits,  and  maintain  adequate  controls  and  information  systems. 

The  examination  or  inspection  evaluates  whether  an  institution  manages  its  risk 
in  an  integrated  and  comprehensive  manner  and  whether  the  bank's  senior  management  is 
well-informed  about  the  bank's  risk-taking  activities,  including  the  nature  of  tfie  underiying 
risks,  and  the  inteirelationships  of  different  types  of  risk.   In  addition,  the  adequacy  of  the 
front  office  procedures  and  back  office  processing  regarding,  for  example,  the  pricing  and 
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valuing  of  bank  derivative  portfolios  is  also  evaluated.   As  a  further  check  on  the  adequacy  of 
an  institution's  internal  control  systems,  the  institution's  comprehensive  audit  program  is  also 
evaluated  to  determine  whether  it  is  effective  and  staffed  by  independent  and  knowledgeable 
professionals.   The  Federal  Reserve's  trading  activities  manual,  which  is  item  4  of  the 
supplementary  material,  provides  a  comprehensive  view  of  the  procedures  used  to  examine 
derivatives  activities. 

Troubled  institutions,  or  institutions  that  otherwise  show  high-risk  profiles, 
undergo  greater  on-site  scrutiny  and  off-site  analysis  of  reported  information  and  arc  typically 
required  to  submit  additional  information  on  their  activities.  In  general,  the  Federal  Reserve 
requires  troubled  institutions  to  minimize  their  existing  risk  and  to  limit  the  size  of  new  off- 
balance  sheet  activity.   Such  supervisory  oversight  significantiy  reduces  the  potential  that  a 
troubled  institution  might  seek  to  recover  past  losses  by  taking  speculative  positions  in 
derivative  instruments.   To  date,  no  commercial  bank  failure  has  resulted  from  derivative 
products  exposure. 

Because  effective  on-site  examinations  are  critical  to  the  Federal  Reserve's 
strategy  for  supervising  derivatives  activities,  great  emphasis  is  placed  on  ensuring  that 
examiners  and  policy-makers  keep  abreast  of  new  and  ever-changing  developments  in 
derivative  markets.   To  accomplish  this  goal,  the  Federal  Reserve  relies  on  numerous  sources 
of  information:   on-site  examinations  and  inspections;  financial  data  reported  periodically  by 
banking  institutions;  information  obtained  during  discussions  and  visitations  with  market 
participants;  studies,  publications,  and  other  communications  with  academics,  market 
practitioners,  and  supervisory  authorities.   Examination  techniques,  training  materials  and 
supervisory  procedures  are  revised  accordingly.  This  information  is  disseminated  to 
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examination  staff  through  the  training  programs  described  in  the  response  to  Question  A)6), 
and  resource  documents  described  in  the  response  to  Question  A)3). 

To  supplement  the  monitoring  of  derivatives  accomplished  through  on-site 
examinations,  institutions  are  required  to  report  their  derivative  positions  quarterly  in 
regulatory  reports.   As  noted  earlier,  information  on  both  notional  values  and  replacement 
costs  on  interest  rate  and  foreign  exchange  contracts  is  currently  collected  in  the  Call  Report 
and  Y-9C  Report   A  discussion  of  reporting  requirements  is  included  in  the  response  to 
Question  A)9). 

To  ensure  that  institutions  hold  capital  commensurate  with  the  risk  posed  by 
derivatives  activities,  the  Federal  Reserve  sets  minimum  capital  standards  through  its  capital 
adequacy  guidelines.   A  discussion  of  current  and  proposed  C2q)ital  requirements  for 
derivatives  activities  is  included  in  the  response  to  Question  A)4). 

Another  aspect  of  the  Federal  Reserve's  supervision  is  its  authority  to 
determine  which  particular  derivative  activities  are  permissible  or  appropriate  for  bank 
holding  companies  or  to  approve  specific  activities  for  individual  companies.   That  process  is 
described  in  the  response  to  Question  C)3). 
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QUESTION  A)6) 


What  steps  has  the  Federal  Reserve  taken  to  ensure  its  examiners  are  properly  trained 
to  supervise  derivative  activities?   How  many  examiners  are  trained  to  supervise  bank 
holding  company  derivatives  activities?   Is  there  a  separate  "derivatives"  examiner 
corps  at  the  Federal  Reserve? 

Examiner  Trainine   As  with  other  banking  activity  and  examination  topics, 
examiner  expertise  in  the  area  of  derivatives  activities  is  developed  through  an  apprenticeship 
program  that  combines  various  types  of  formal  educational  programs  in  conjunction  with  on- 
the-job  training  under  the  supervision  of  senior  examiners.   Educational  programs  are  offered 
in  four  basic  ways:  as  part  of  the  core  curriculum  required  of  all  examiners;  in  advanced 
educational  programs  targeted  at  specialized  examiners;  through  attendance  at  outside 
conferences  and  educational  programs;  and,  through  internally  developed  customized  seminars 
on  topics  for  advanced-level  examiners.   The  following  discussion  summarizes  the  derivatives 
training  offered  to  examiners. 

Core  Curriculum  -  The  Federal  Reserve  core  curriculum  of  courses  that  an 
individual  must  complete  to  be  considered  for  "examiner"  status  consists  of  a  series  of  four 
Examiner  Training  Schools  that  are  commonly  referred  to  as  ETS  I  through  ETS  TV.   Three 
of  these  schools  present  material  on  derivatives  at  progressively  increasing  levels  of  depth  and 
sophistication. 

Specialized  Courses  and  Conferences  -  Three  formal  courses  and  three 
seminars  are  regularly  offered  to  examiners  who  require  special  training  in  derivatives  and 
related  areas.   The  "Basic  International  Banking  Self-Study  Course"  discusses  all  aspects  of 
international  banking,  and  two  of  the  five  modules  pertain  to  derivatives.   One  module  on 
foreign  exchange  trading  discusses  the  use  of  forwards,  futures,  and  swaps  for  managing 
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foreign  exchange  and  interest  rate  risk.   A  second  module  on  capital  markets  operations 
discusses  hedging  with  derivatives  in  detail,  including  the  use  of  interest  rate  caps  and  floors. 

An  additional  course,  which  was  developed  by  the  Federal  Reserve  for  the 
FFIEC,   is  the  "International  Banking  Course."   This  course  contains  three  days  of  lectures  on 
foreign  exchange  and  interest  rate  risk,  and  the  tools  (futures,  forwards,  options,  and  swaps) 
used  to  manage  those  risks. 

To  facilitate  the  implementation  of  Section  305  of  FDICLA  and  to  ensure  that 
examiners  have  a  fundamental  understanding  of  basic  capital  market  instruments,  Federal 
Reserve  staff  has  developed  a  new  one  week  course  titled  "Interest  Rate  Risk  and  Securities 
Activities."  This  course  contains  an  entire  day  of  presentations  on  the  fundamentals  of  how 
banks  use  swaps,  futures,  forwards,  options,  caps,  and  floors.  This  course  also  has  one  day 
devoted  to  interest  rate  risk  and  has  several  presentations  on  accounting  issues  dealing  with 
investments  and  derivative  activities. 

Three  specialized  conferences  that  address  derivatives  activities  are  regularly 
offered  on  an  interagency  basis  through  the  FFIEC.  The  "Off-Balance-Sheet  Risk"  conference 
is  a  three  and  one-half  day  lecture/discussion  targeted  at  examiners  who  regularly  participate 
in  examinations  of  the  capital  markets  sections  of  large  money  center  banks.  Topics  covered 
include  derivative  products  and  risk  management  systems.  The  "Risk  Management  Planning" 
conference  is  a  one  and  one-half  day  lecture  on^banks'  risk  management  process.  The 
"Payments  System  Risk"  conference  is  a  one  and  one-half  day  lecture  for  examiners  on  how 
to  evaluate  risk  in  payments  and  the  settiement  process.   In  addition,  a  one-week   "Emerging 
Issues"  conference  includes  topical  information  on  various  issues  relating  to  derivatives 
activities. 
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Courses  from  Private  Organizaaons  -     Examiners  also  benefit  from  several 
Federal  Reserve  sponsored  courses  on  derivatives  that  are  designed  and  instructed  by  private 
organizations.   Over  the  past  several  years  more  than  200  Federal  Reserve  examiners  have 
attended  an  "International  Treasury  and  Capital  Markets  Seminar"  that  is  conducted  by  the 
audit  staff  of  a  major  money  center  bank  and  derivatives  dealer.  This  two-week  course 
focuses  on  foreign  exchange  and  interest  rate  derivative  products,  appropriate  internal  control 
systems  within  the  risk  management  process,  techniques  of  risk  management,  and  auditing 
considerations  regarding  the  risk-management  function. 

Many  examiners  have  also  benefited  from  a  three-day  course  offered  by  the 
Options  Institute  of  the  Chicago  Board  Options  Exchange.  This  course  describes  how  the 
options  exchanges  work,  discusses  basic  option  strategies  and  offers  insight  into  risk 
management  strategy. 

In  addition  to  the  various  industry  confooices  and  seminars  on  derivatives 
sponsored  by  industry  associations  and  academic  institutions.  Federal  Reserve  staff  has  also 
attended  several  seminars  on  derivatives  that  have  been  offered  for  regulatory  personnel  on  a 
one-time  basis  by  industry  associations  and  individual  institutions.   One  example  is  a  four  day 
seminar  tided  "Derivatives  for  Regulators"  that  was  qx>nsoied  by  the  Federal  Reserve  Bank 
of  Chicago  with  cooperation  from  industry  practitioners.  The  seminar  covered  all  aspects  of 
derivatives  including  their  uses  and  risk  managennent  techniques. 

Examiners  Focusing  on  Derivatives  Activities      Of  a  total  field  examination 
force  of  approximately  1,500  examiners  across  the  entire  Federal  Reserve  system,  more  than 
200  have  specialized  experience  or  education  in  derivatives  activities.   As  such,  expertise  is 
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developed  through  an  apprenticeship  program  that  combines  various  types  of  formal 
educational  programs  with  on-the-job  training  under  the  direction  of  senior  examiners.   Many 
of  the  Federal  Reserve  examiners  with  derivatives  expertise  specifically  focus  on  the  activities 
of  large  domestic  and  internationally-active  banks  and  bank  holding  companies.   Each  Federal 
Reserve  Bank  has  examiners  and  other  supervisory  staff  that  focus  on  capital  market  issues 
such  as  the  use  of  derivatives.   Where  needed,  Federal  Reserve  Banks  have  special  units  that 
target  these  activities  and  are  generally  available  to  provide  supplemental  examination  support 
when  special  issues  arise.   In  addition,  these  specialists  also  train  Federal  Reserve  Bank  staff 
through  the  ongoing  training  programs  on  derivatives  and  other  capital  markets  issues. 
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QUESTION  A)7) 


To  what  extent  does  our  multi-layered  bank  regulatory  system  complicate  efforts  to 
supervise  derivatives  activities  at  bank  holding  companies?   Would  a  single  regulatory 
agency  improve  oversight  and  supervision  of  bank  derivatives  activities?   Please  respond 
to  Comptroller  Ludwig's  call  for  the  creation  of  an  interagency  task  force  on  derivatives. 


The  U.S.  bank  regulatory  structure  should  have  little  or  no  negative  effect  on 
the  quality  or  efficiency  of  the  supervisory  process  relating  to  bank  derivative  activities. 
Among  the  three  federal  commercial  bank  regulatory  agencies,  only  the  Federal  Reserve  has 
statutory  responsibilities  for  regulating  and  supervising  the  consolidated  activities  of  a  bank 
holding  company,  including  those  of  its  nonbank  subsidiaries.   In  meeting  these 
responsibilities,  the  Federal  Reserve  has  consistently  sought  to  coordinate  its  oversight 
activities  of  a  holding  company  with  the  primary  supervisor  of  any  subsidiary  bank  and  has 
placed  primary  reliance  on  that  supervisor  for  evaluating  the  bank's  activities. 

Beyond  the  direct  responsibilities  each  agency  has  as  primary  supervisor  for  its 
specific  banks,  both  the  Federal  Reserve  and  the  FDIC  have  additional  inherent  interests.   As 
the  central  bank,  the  Federal  Reserve  must  ensure  that  a  bank's  activities  will  not  adversely 
affect  the  nation's  payment  systems  or  otherwise  present  unacceptable  levels  of  systemic 
risks,  and  as  the  regulator  of  bank  holding  companies  it  needs  assurance  that  any  bank 
subsidiary  is  operating  in  a  generally  safe  and  prudent  manner.   For  its  part,  the  FDIC  has  an 
interest  in  all  insured  banks  because  of  the  potential  threat  a  weak  or  failing  bank  presents  to 
its  deposit  insurance  fund. 

The  various  agencies  have  made  determined  efforts  to  ensure  that  the  system  of 
multiple  regulators  does  not  result  in  a  loss  of  efficiency  or  greater  supervisory  costs.   The 
banking  agencies  have  had  for  many  years  supervisory  policies  designed  to  avoid,  or  at  least 
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minimize,  overlapping  efforts  by  relying  on  examinations  or  inspections  conducted  by  an 
entity's  primary  regulatory  authority.   Most  recentiy,  the  agencies  issued  a  joint  statement  in 
June  clarifying  and  reaffirming  the  agreement  that  the  examination  or  inspection  of  a  bank  or 
bank  holding  company  will  be  conducted  by  the  federal  regulatory  agency  that  has  primary 
supervisory  authority  for  that  entity.   When  necessary,  other  agencies  may  participate  in  the 
examination  or  inspection  by  the  primary  regulator. 

The  banking  agencies  are  taking  steps  to  ensure  that  the  cooperation  and 
coordination  that  exists  for  all  other  aspects  of  bank  supervision  is  extended  to  derivatives 
activities.  The  Federal  Financial  Institutions  Examination  Council  (FFIEC)  is  investigating 
accounting,  disclosure,  and  other  regulatory  reporting  issues  as  they  relate  to  derivatives 
activities.   As  with  other  interagency  efforts,  the  FFIEC  provides  a  satisfactory  framework  for 
coordinating  these  and  other  bank  supervisory  matters.   Nevertheless,  the  complexity  of 
derivatives  issues  and  the  wide  range  of  expertise  required  to  address  those  issues  makes 
coordination  especially  challenging.   For  this  reason,  the  agencies  responded  to  Comptroller 
Ludwig's  call  for  an  interagency  task  force  by  forming  a  group  of  derivatives  specialists  to 
advise  existing  interagency  working  groups. 
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QUESTION  A)8) 

How  does  regulation  and  supervision  of  derivatives  activities  difTer  between  banks  and 
non banks? 

The  basis  of  the  authority  to  engage  in  derivatives  transactions  differs  for 
federally  regulated  banks  and  nonbank  subsidiaries  of  bank  holding  companies.   Banks 
generally  engage  in  such  transactions  pursuant  to  the  authority  granted  under  their  charters. 
Bank  holding  companies  and  their  nonbank  subsidiaries  generally  must  conduct  derivative 
activities  under  authority  granted  by  the  Board.  To  receive  that  authority,  a  bank  holding 
company  must  meet  certain  tests  established  under  the  Bank  Holding  Company  Act  of  1956.' 
In  particular,  the  proposed  activity  must  be  considered  to  be  so  closely  related  to  banking  or 
the  management  and  control  of  banks  that  it  is  a  proper  incident  to  banking.* 

Generally,  there  are  strong  similarities  between  the  regulation  and  supervision 
of  banks  and  that  of  bank  holding  companies  and  their  nonbank  subsidiaries,  particularly  with 
regard  to  activities  such  as  derivatives.   The  inspections  of  bank  holding  companies  and  their 
nonbank  subsidiaries  are  analogous  to  bank  examinations,  although  they  can  differ  in  a 
number  of  respects.   For  example,  unlike  the  bank  examination  process,  which  generally 
covers  all  aspects  of  a  bank's  operations,  bank  holding  company  inspections  may  be  targeted 
somewhat  more  narrowly.   Such  targeting  is  especially  the  case  for  derivatives  activities 
where  specific  examination  guidance  requires  the  on-site  examination  of  all  subsidiaries  that 
provide  derivative  instruments  for  sale  or  as  a  SCTvice  to  unaffiliated  parties. 


'    S^12USC§  1841  ets^. 
*    12  use  §  1843(c)(8). 
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The  focus  of  bank  holding  company  inspections  is  to  ensure  that  the  activities 
of  the  bank  holding  company  are  being  conducted  in  a  manner  that  does  not  threaten  the 
safety  of  its  affiliated  banks.   For  nonbank  holding  company  subsidiaries  engaged  in 
derivatives  activities,  as  for  banks  engaged  in  such  activities,  these  inspections  concentrate  on 
the  ability  of  the  institution  to  adequately  monitor  and  control  the  risks  related  to  derivatives 
activities.   The  standards  used  by  examiners  in  conducting  this  type  of  bank  holding  company 
inspection  generally  would  not  differ  from  the  standards  used  in  conducting  bank 
examinations  of  derivatives  activities. 

The  capital  requirements  applicable  to  the  consolidated  bank  holding  company 
are  substantially  similar  to  the  requirements  applicable  to  insured  banks.  The  capital 
standards  applicable  to  derivative  activities  are  similar  for  both  types  of  entities.   Recognizing 
that  the  nonbank  subsidiaries  of  holding  companies  may  engage  in  a  broader  range  of 
activities  than  banks,  however,  the  adequacy  of  capital  for  an  individual  nonbank  holding 
company  subsidiary  is  assessed  in  relation  to  the  level  of  capital  held  by  other  entities 
engaged  in  the  same  type  of  activities.  Where  the  subsidiary  is  engaged  in  activities  that  are 
often  engaged  in  by  banks,  such  as  OTC  derivatives  activities,  an  analysis  of  the  level  of 
capital  that  a  bank  would  be  required  to  hold  for  the  same  level  of  activity  would  be  an 
important  measure  of  the  capital  level  that  would  be  considered  appropriate  for  the  holding 
company  subsidiary.  —  - 

Reporting  requirements  for  bank  holding  companies  on  a  consolidated  basis 
also  are  substantially  similar  to  reporting  requirements  for  federally  regulated  banks.  The 
same  level  of  reporting  is  not  generally  required  for  individual  nonbank  subsidiaries.   In  this 
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regard,  more  detailed  information  about  specific  nonbanlc  subsidiaries  may  be  sought  during 
the  normal  inspection  process,  particularly  if  supervisory  concerns  are  raised. 
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QUESTION  A)9) 

Does  your  agency  support  additional  financial  reporting  requirements  (e.g.  credit 
exposure,  replacement  cost  exposure,  etc.)  related  to  bank  derivatives  product  activities? 

The  growing  complexity  of  the  derivatives  markets  has  caused  the  Federal 
Reserve  to  re-examine  its  informational  needs.   This  re-examination  includes  all  of  the 
information  sources  used  in  the  supervisory  process.  To  this  extent,  it  is  important  to  note 
that  the  Federal  Reserve's  primary  source  of  information  on  the  risk  exposures  of  the 
derivatives  activities  of  banks  and  bank  holding  companies  is  the  annual  on-site  examination. 
The  information  gained  through  examinations  is  supplemented  with  that  obtained  from 
periodic  communications  between  supervisory  staff  and  bank  management  between  examina- 
tions and  with  data  on  exposures  filed  in  the  quarterly  Call  and  Y-9C  reports. 

As  noted  in  the  response  to  Question  A)3),  information  on  both  notional  values 
and  replacement  costs  on  interest  rate  and  foreign  exchange  contracts  is  currendy  collected  in 
the  Call  Report  and  Y-9C  Report.   Several  enhancements  to  these  data  are  being  considered. 
In  particular,  enhanced  information  to  assess  market  risks,  concentration  of  counterparty 
exposures  and  the  risk  reducing  effects  of  legally  enforceable  netting  contracts  is  under 
consideration.   Because  much  of  the  derivatives  activity  is  conducted  among  a  relatively  small 
number  of  institutions,  care  is  being  taken  to  ensure  that  any  reporting  changes  are  appropri- 
ately targeted  and  do  not  cause  undue  reporting  burdens  on  the  vast  majority  of  banking 
institutions  that  make  litUe  or  no  use  of  derivative  instruments. 

The  current  proposal  on  interest  rate  risk  developed  in  response  to  section  305 
of  FDICIA,  discussed  in  the  response  to  question  A)4),   illustrates  this  attempt  to  weigh 
supervisory  needs  and  regulatory  burden.   Institutions  with  little  derivative  activity  and  that 
otherwise  have  littie  interest  rate  risk  would  be  exempt  from  any  additional  reporting.   Those 
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with  a  notional  value  of  derivative  contracts  in  excess  of  10  percent  of  assets  would  be 
required  to  report  expanded  data  to  enhance  the  supervisory  assessment  of  the  market  risk  of 
their  interest  rate  contracts.  Moreover,  one  alternative  of  the  proposal  would  allow,  and  in 
some  cases  may  require,  reporting  the  risk  profiles  of  interest  rate  derivative  contracts  under 
explicitiy  defined  scenarios  using  the  institution's  internal  models.   Similar  types  of  scenario 
testing  for  foreign  exchange  contracts  might  also  be  incorporated  into  existing  reports  if  the 
BIS  proposal  on  foreign  exchange  is  implemented. 

The  implementation  of  the  new  requirement  to  file  audited  annual  reports  under 
Section  1 12  of  FDIC3A  will  also  enhance  available  data  on  derivatives  activities.   As  part  of 
these  audited  financial  statements,  banks  and  bank  holding  companies  will  be  required  to 
disclose  additional  information  on  their  off-balance-sheet  financial  instruments'  that  have  a 
risk  of  accounting  loss.*  The  information  to  be  disclosed  includes: 

•  The  face,  contract,  or  notional  principal  amount; 

•  The  nature  and  terms  of  the  instruments  along  with  a  discussion  of  their  credit 
and  market  risk,  cash  requirements,  and  related  accounting  policies; 


'  Under  GAAP,  a  financial  instnunent  is  defined  as  cash,  evidence  of  an  ownership  interest  in  an  entity,  or  a 
contract  that  both: 

a.  Imposes  on  one  entity  a  contractual  obligation  (1)  to  deliver  cash  or  another  financial  instnunent  to 
a  second  entity  or  (2)  to  exchange  ochCT  financial  instruments  on  potentially  unfavorable  tenns  with 
the  second  entity; 

b.  Conveys  to  that  second  entity  a  contracttjal  ri^ht  (1)  to  receive  cash  or  another  financial  instrument 
from  the  first  entity  or  (2)  to  exchange  other  financial  instruments  on  potentially  favorable  terms 
with  the  fust  entity. 

This  defmition  includes  off-balance-sheet  derivatives,  except  for  those  that  permit  or  require  settlement  by  delivery 
of  commodities. 

*  According  to  GAAP,  the  risk  of  accounting  loss  from  a  financial  instrument  includes  (a)  the  possibility  that 
a  loss  may  occur  &Dm  the  failure  of  another  party  to  perform  according  to  the  terms  of  a  contract  (credit  risk), 
(b)  the  possibility  that  future  changes  in  market  prices  may  make  a  fmancial  instrument  less  valuable  or  more 
onerous  (market  risk),  and  (c)  the  risk  of  theft  or  physical  loss.  Institutions  are  only  required  to  disclose  the 
information  noted  here  for  the  risk  of  accounting  loss  that  arises  from  credit  risk  aitd  market  risk. 
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•  The  accounting  loss  the  entity  would  incur  if  any  party  to  the  financial  instru- 
ment defaults  and  the  collateral  or  other  security,  if  any,  for  the  amount  due 
proved  to  be  of  no  value  to  the  entity;  and 

•  The  entity's  policy  for  requiring  collateral  or  other  security  on  financial 
instruments  it  accepts  and  a  description  of  collateral  on  instruments  held. 

In  addition,  banking  organizations  will  disclose  information  about  significant 
concentrations  of  credit  risk  from  individual  counterparties  or  groups  of  counterparties  for  all 
fuiancial  instruments,  including  derivatives.   Fmally,  banking  organizations  will  be  required  to 
disclose  the  fair  value  of  financial  instruments,  including  derivatives,  for  which  it  is  practica- 
ble to  estimate  fair  value.  When  estimating  fair  value  is  not  practicable,  then  the  banks  must 
disclose  descriptive  information  pertinent  to  estimating  the  value  of  these  instruments. 

Moreover,  under  section  112  of  FDICIA,  the  Federal  Reserve  Board  and  the 
other  Federal  banking  agencies  were  given  the  authority  to  require  that  the  audited  aiuiual 
reports  of  banking  institutions  include  any  disclosures,  in  addition  to  those  required  by 
GAAP,  that  were  deemed  necessary.  The  agencies  are  actively  exploring  whether  additional 
disclosures  should  be  required  on  derivatives  activities  in  these  reports. 

Other  potential  enhancements  to  existing  reports  include  additional  information 
on  the  credit  exposures  arising  from  derivative  instruments  that  are  excluded  from  information 
currently  reported  such  as  the  replacement  cost  of  short-dated  foreign  exchange.   Additional 
information  that  would  help  to  assess  potential  concentrations  of  counterparty  credit  risk, 
including  data  on  collateralized  contracts,  would  be  helpful  for  surveillance  purposes. 
Incremental  information  that  would  differentiate  derivatives  used  for  hedging  purposes  from 
those  used  for  other  purposes  and  that  would  identify  the  related  impact  of  each  category  on 
bank  earnings  and  balance  sheets  as  well  as  any  deferred  hedging  losses  or  gains  could  also 
be  useful.     Federal  Reserve  staff  is  currently  considering  initiatives  along  these  lines. 

38 


311 

In  pursuing  these  potential  enhancements  to  existing  reports,  a  careful  balance 
must  be  struck  between  regulatory  burden  and  supervisory  concerns.   The  implementation  of 
any  such  reporting  enhancements  for  conunercial  banks  would  be  done  through  the  FFIEC 
with  suitable  public  comment  Given  the  global  nature  of  derivatives  markets,  some 
coordination  with  authorities  abroad  would  be  desirable  to  generate  information  that  is 
meaningful  and  consistent  across  countries,  and  to  reduce  the  burden  on  internationally-active 
banks. 
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QUESTION  A)10) 

Does  your  agency  support  changing  U.S.  and  international  accounting  standards  to 
reflect  more  standardized  reporting  of  derivatives  information  contained  in  bank  holding 
company  financial  statements? 

The  Board  agrees  that  reaching  an  international  accord  on  accounting  standards 
for  derivative  instruments  is  desirable.   We  believe  that  the  International  Accounting 
Standards  Committee  (lASC)  should  work  closely  with  the  bank  supervisory  agencies  of  those 
nations  with  significant  derivatives  activities  in  setting  uniform  accounting  rules  to  ensure  that 
supervisory  concerns  about  derivatives  are  fully  considered  by  the  lASC  and  adequately 
addressed  in  any  final  lASC  standards. 

It  should  be  noted  that  accounting  standards  issued  by  the  lASC  are  not 
binding  requirements  that  must  be  met  under  U.S.  generally  accepted  accounting  principles 
(GAAP).   Instead,  any  guidance  that  is  at  variance  with  GAAP  would  be  adopted  only  after 
consideration  by  U.S.  private  accounting  standards  setting  bodies  and  regulatory  authorities. 
LASC  standards  would  undergo  a  similar  process  in  the  other  nations  having  significant 
derivatives  activities.  Those  countries  that  do  not  have  formal  organizations  that  set 
accounting  standards  may  ultimately  adopt  GAAP  through  evolution  of  industry  accounting 
practices.   Thus,  the  promulgation  of  standards  for  derivatives  by  the  LASC  may  not  have  an 
immediate  impact  on  the  international  harmonization  of  accounting  practices  followed  by  the 
banking  industry. 
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QUESTION  A)ll) 


Are  bank  holding  company  risk  management  systems  adequate  to  address  the  risks  of 
derivatives  activities?   Please  differentiate  between  the  large,  well  established  dealers 
versus  new  entrants  to  the  derivatives  market.  Is  your  agency  developing  standardized 
guidelines  for  bank  holding  company  risk  management  systems? 


As  pointed  out  in  earlier  responses,  the  increasing  scope  and  complexity  of     -^  - 
derivatives  ~  coupled  with  the  urging  of  supervisors  ~  has  induced  financial  institutions  to 
upgrade  significantly  their  risk  management  capabilities.   This  enhancement  of  risk 
management  systems  has  been  an  evolutionary  process  as  banks  themselves  have  identified 
important  new  risk  measurement  methodologies  and  management  techniques.   Such 
innovations  include  the  use  of  the  concept  of  value  at  risk  and  the  implementation  of 
independent  risk  management  units. 

The  evolution  of  risk  management  systems  is  expected  to  continue  at  a  rapid 
pace.   Indeed,  the  recent  Group  of  Thirty  study  on  derivatives  marks  an  important  step  in  this 
process  by  contributing  importantly  to  a  better  understanding  of  sound  risk  management  and 
operating  practices.   As  pointed  out  in  the  study  itself,  not  all  institutions  currently  follow  all 
of  the  study's  recommended  practices.   However,  many  are  well  underway  toward  effective 
implementation  of  these  sound  practices. 

The  nature  of  the  risk  management  systems  needed  by  any  particular  institution 
depends  on  the  types  of  instruments  it  uses,  the_volume  of  its  activities  and  the  business 
strategies  it  pursues.   Consequently,  the  adequacy  of  risk  management  systems  must  be 
assessed  on  an  institution-by-institution  basis  during  the  on-site  examination  process.    The 
Federal  Reserve  Trading  Activities  Manual  (Item  4  of  the  Supplementary  Material)  has  been 
developed  to  guide  examiners  in  planning  and  conducting  the  examination  of  derivatives 
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activities  .   The  Sound  Practices  section  of  this  manual  provides  a  broad  overview  of  the 
examination  considerations  used  in  evaluating  risk  management  systems. 

The  increasing  complexity  and  the  necessarily  high  level  of  sophistication  of 
risk  management  systems  required  for  derivative  activities  poses  a  significant  challenge  for 
new  entrants  into  derivatives  activities.   Accordingly,  the  activities  of  new  entrants  receive 
added  scrutiny,  and  in  some  cases  prior  approval  is  required  by  the  Board  before  potential 
entrants  may  engage  in  these  activities. 
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QUESTION  A)12) 

Does  your  agency  require  senior  managers  and  board  members  to  pass  competency  tests 
to  ensure  they  are  experienced  in  managing  the  risks  associated  with  derivative 
activities? 


The  Federal  Reserve  does  not  require  competency  exams  for  senior  managers 
or  board  members  to  ensure  they  are  experienced  in  managing  the  risks  associated  with 
derivatives  activities;  rather,  an  evaluation  of  competency  in  derivatives  activities  is 
undertaken  as  part  of  the  full-scope  exam.   While  competency  tests  may  evaluate  the  degree 
of  knowledge  managers  or  board  members  have,  the  Federal  Reserve  believes  that  the 
examination  process  provides  a  more  appropriate  and  direct  way  of  evaluating  how  well  an 
institution's  staff  is  able  to  apply  dieir  knowledge  for  managing  derivatives  activities.   Such 
an  evaluation  takes  into  account  not  only  the  capability  of  managers  or  board  members  to 
understand  the  risks  related  to  derivatives,  but  also  their  ability  to  effectively  manage  and 
control  these  risks  in  light  of  the  financial  condition  of  the  institution,  the  nature  and  scope  of 
its  activities,  and  the  institution's  appetite  for  risk. 

The  role  and  responsibilities  of  senior  management  and  the  boards  of  directors 
in  managing  the  risks  associated  with  derivatives  activities  are  addressed  more  specifically  in 
the  response  to  the  next  question. 
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QUESTION  A)13) 


Should  bank  holding  companies  have  at  least  two  directors  that  have  direct  experience 
in  managing  the  risks  associated  with  derivatives  activities? 

The  Federal  Reserve  believes  that,  other  than  restrictions  relating  to 
management  interlock  and  other  conflict  of  interest  restrictions,  an  institution's  shareholders 
should  be  free  to  decide  the  composition  of  the  board  of  directors  that  best  serves  the  interests 
of  shareholders  and  their  community.   Though  having  directors  with  direct  experience  in 
managing  derivatives  activities  may  provide  some  benefit  to  certain  institutions,  directors  need 
not  necessarily  have  technical  derivatives  skills  in  order  to  oversee  their  proper  use.   Rather, 
the  board  of  directors,  with  the  assistance  of  senior  management,  should  focus  on  determining 
the  institution's  overall  appetite  for  risk  taking  and  set  the  boundaries  for  acceptable  trading 
activities  by  establishing  position  limits.   Nevertheless,  directors  of  institutions  with 
significant  derivatives  activities  should  be  well  informed  about  their  risks 

Position  limits  must  be  adequately  implemented  and  enforced  through  a 
system  of  internal  controls  and  subject  to  change  pursuant  to  an  appropriate  review  process. 
The  effectiveness  of  these  controls  is  especially  important  because  the  inherent  complexity  of 
many  derivatives  instruments  is  such  that  derivatives  may  only  be  fully  understood  by  a 
limited  number  of  people  in  any  single  institution.   Therefore,  banks  must  be  careful  to  design 
control  procedures  that  ensure  that  sufficient  checks  and  balances  are  in  place  and  that  the 
risks  presented  by  the  concentration  of  technical  knowledge  are  adequately  managed. 

The  board  of  directors  and  management  are  responsible  for  ensuring  that 
internal  control  systems  provide  reasonable  assurance  that  errors  and  omissions  are  prevented 
or  revealed  before  major  problems  develop.    Such  procedures  should  rely  heavily  on  the 
segregation  of  responsibilities  that  would  deter  or  detect  fraud  and  other  operating  problems 
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that  might  otherwise  arise  because  of  the  concentration  of  expcnise.   Functions  for  which  the 
division  of  responsibilities  is  critical  include  valuation,  monitoring  of  positions  and  limits, 
credit  analysis,  and  the  analysis  and  development  of  overall  risk  management  policies. 
Concentrating  these  duties  with  one  person  or  a  small  group  may  create  situations  in  which 
losses  could  be  easily  disguised  or  hidden,  or  where  imprudent  actions  could  be  more  easily 
taken. 

Reviewing  these  control  procedures  and  the  manner  in  which  they  are  enforced 
is  an  important  element  in  any  examination  or  audit  of  the  trading  activity.    Although  these 
limits  and  controls  have  not  prevented  U.S.  banks  from  experiencing  individual  losses  due  to 
fraud  or  unauthorized  trading,  they  have  been  sufficient  to  maintain  overall  profitability  in  the 
banking  system's  trading  activity  over  the  last  decade  and  have  prevented  losses  from  trading 
financial  derivatives  from  significantly  affecting  the  financial  viability  of  any  bank. 
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QUESTION  A)14) 

Under  what  scenario(s)  could  an  individual  bank  holding  company  fail  as  a  result  of 
derivatives-related  activities?  What  catastrophes  in  the  markets  could  cause  a  deriva- 
tives-related bank  failure?  Are  banks  required  to  formulate/simulate  plans  for  such 
catastrophes? 

Whether  for  derivatives-related  activity  or  for  traditional  banking  activities,  the 
basic  types  of  risk  faced  by  banks  and  bank  holding  companies  are  the  same.  Credit  risk, 
market  risk,  settlement  risk,  and  liquidity  risk  are  the  dominant  concerns.  A  sufficiently  large 
adverse  development  in  one  or  more  of  these  areas  could  result  in  operating  losses  for  the 
derivatives  activity,  and,  if  that  activity  were  sufficiently  large,  ultimately  in  failure  of  the 
institution. 

In  this  regard,  the  most  significant  risk  for  derivatives  activities  is  that  key 
counterparties  could  fail  or  may  be  otherwise  unable  to  meet  their  obligations.   Netting 
arrangements  can  be  an  important  mitigant  of  credit  risk,  since  they  reduce  the  potential 
exposure  in  the  case  of  failure.  In  addition  to  credit  risk,  abrupt  changes  in  the  market  value 
of  these  instruments  represent  an  important  element  of  risk,  and  could  also  contribute  to 
financial  distress  of  a  counterparty.   Derivative  products  are  more  complex  and  their  effect  on 
the  financial  condition  of  a  bank  may  be  less  transparent  than  traditional  activities,  making 
the  risk  that  a  loss  of  confidence  could  cause  fimding  difficulties  (illiquidity)  more 
pronounced  than  for  more  traditional  activities. 

Banks  are  required  to  have  risk  management  systems  commensurate  with  the 
sophistication  and  complexity  of  their  activities,  including  explicit  limits  on  transactions 
authority  and  aggregate  positions.  In  addition,   individual  firms  active  in  derivatives  markets 
have  risk  measurement  systems  that  identify  the  degree  of  market  risk  by  simulating  the  value 
of  the  bank's  derivative  portfolio  under  various  assumptions  about  potential  market 
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conditions.   These  may  include  "stress  test"  simulations,  for  which  management  specifies  a 
specific  set  of  circumstances  capable  of  creating  a  solvency  crisis  and  estimates  likely 
portfolio  losses  under  these  conditions.   In  these  simulations,  the  underlying  fundamental 
parameters  that  determine  derivative  product  prices  are  assumed  to  change  by  substantial 
amounts  and  may  include  scenarios  in  which  market  liquidity  is  severely  curtailed.   The 
results  from  such  stress  tests  are  analyzed  by  management  and  used  to  develop  risk 
management  contingency  plans,  product,  market,  and  counterparty  risk  limits. 

In  general,  banks  are  encouraged,  and  in  some  cases  required,  to  have 
contingency  plans  for  a  number  of  banking  functions  and  activities  such  as  electronic  data 
processing,  and  funding  and  liquidity  risks.   Cunently,  banks  are  not  required  to  formulate 
plans  for  derivative  related  catastrophes.   However,  the  Federal  Reserve  Trading  Activities 
Manual  which  provides  guidance  on  sound  practices  suggests  that  contingency  planning  and 
stress  testing  are  useful  exercises.   The  Board  currently  is  conducting  field  tests  with  this 
Trading  Manual  and  has  under  review  the  extent  to  which  contingency  planning  and  stress 
testing  should  be  required  for  institutions  with  extensive  derivatives  activity. 
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B.   BANK  HOLDING  COMPANY  DERIVATIVE  ACTIVITY 
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QUESTION  B)l) 

What  percentage  of  derivatives  products  are  provided  by  bank  holding  companies?  (i.e. 
what  is  bank  holding  company  market  share)? 


Derivative  products  are  created  and  used  in  markets  across  the  globe  and, 
therefore,  determining  the  total  market  for  derivative  products  involves  assembling  data  from 
numerous  countries  and  individual  participants.   Because  data  from  many  international  and 
nonbank  participants  are  not  available,  the  total  derivatives  market  cannot  currentiy  be 
determined.  This  is  especially  true  for  OTC  derivatives.  Certain  OTC  derivative  data  are 
available  from  surveys  and  compilations  by  ISDA  and  Swaps  Monitor  Publications,  Inc. 
(Swaps  Monitor).   However,  the  ISDA  surveys  consists  primarily  of  data  provided  voluntarily 
by  market  dealers  that  are  ISDA  members  and  does  not  contain  data  for  nonparticipating 
members  and  other  market  participants.   Data  available  in  the  Swaps  Monitor  publication  The 
World's  Major  Swap  Dealers  represent  data  from  publicly  available  sources  for  those 
companies  that  choose  to  disclose  data  on  various  derivative  types.   Because  disclosure 
practices  differ  by  country  and  participant  type,  meaningful  conclusions  are  difficult  to  make. 
To  the  extent  U.S.  banks  and  bank  holding  companies  tend  to  provide  better  disclosures  than 
most  other  participants,  use  of  these  data  would  overstate  their  presence  in  these  markets. 
Consequentiy,  an  accurate  assessment  of  the  market  share  of  bank  holding  company  derivative 
products  cannot  be  made.  —  - 

The  need  for  more  comprehensive  and  meaningful  statistical  coverage  of 
derivative  activities  on  a  global  basis  was  a  major  fmding  of  the  1992  BIS  study  Recent 
Developments  In  International  Interbank  Relations  (the  "Promisel  Report").   As  pointed  out  in 
that  study,  compiling  appropriate  statistics  requires  cooperation  between  market  participants, 
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central  banks  and  supervisory  authorities.   Efforts  to  clarify  and  standardize  methodologies  so 
that  meaningful  data  relating  to  various  types  of  risk  exposures  can  be  aggregated  across 
markets  and  across  countries  are  especially  important   Such  international  efforts  are  currently 
underway  under  the  sponsorship  of  the  BIS. 
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QUESTION  B)2) 

Please  provide  a  list  of  bank  holding  companies  that  offer  derivatives  products.   Break 
the  information  down  by  type  of  derivative  product,  and  identify  the  holding  companies 
that  are  considered  dealers. 


The  attached  tables  provide  a  list  of  bank  holding  companies  that  offer 
derivatives  products  at  either  the  bank  holding  company  level  or  through  their  insured 
depository  subsidiaries.   Table  B.l  lists  the  215  bank  holding  companies  that  reported 
notional  volumes  for  one  or  more  derivative  products  on  their  June  30,  1993  regulatory 
reports.   It  provides  notional  amounts  for  futures  and  forwards,  swaps,  options  and  total 
derivatives.   Table  B.2  summarizes  this  data  by  listing  the  25  bank  holding  companies 
reporting  the  largest  notional  volumes  of  derivative  products  and  an  aggregate  line  for  the 
remaining  190  companies.  Table  B.3  offers  a  more  detailed  break-dovm  of  the  derivatives 
holdings  of  these  top  25  companies  by  delineating  their  holdings  of  futures  and  forwards, 
swaps  and  options  by  type  of  contract;  interest  rate,  foreign  exchange  and  other. 

In  general,   a  "dealer"  may  be  defined  as  an  institution  that  takes  on  principal 
risk  and  actively  provides  market  liquidity  through  price  quotes  both  to  customers  and  other 
dealers.     Although  there  is  no  official  designation  of  a  "derivatives  dealer",  the  ten  to  fifteen 
bank  holding  companies  with  the  largest  notional  amount  of  derivatives  could  be  viewed  as 
the  principal  derivatives  dealers  among  banking  institutions. 
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Table  B.l 

LIST  OF  HOLDING  COMPANIES  REPORTING  DERIVATIVE  CONTRACTS 
JUNE  30.  1993.  NOTIONAL  AMOUNTS.  $  MILLIONS 


NK  HOLDING  COMPANY  NAME 

1  CHEMICAL  BANKING  CORPORATION 

2  BANKERS  TRUST  NEW  YORK  CORPORATION 
J  CITICORP 

4  IP.  MORGAN  i  CO.  INCORPORATED 

5  CHASE  MANHATTAN  CORPORATION 
5  BANKAMERICA  CXMtPORATlON 

7  FIRST  CHICAGO  CORPORATION 

8  CONTINENTAL  BANK  CORPORATION 

9  REPUBLIC  NEW  YORK  CORPORATION 

10  BANK  OF  NEW  YORK  COMPANY.  INC  THE 

11  BANK  OF  BOSTON  CORPORATION 

12  FIRST  UNION  CORPORATION 

13  NATIONSBANK  CORPORATION 

14  MELLON  BANK  CORPORATION 

15  BANC  ONE  CORPORATION 

16  BANKMONT  HNANCIAL  CORP. 

17  NATWEST  HOLDINGS  INC. 

18  STATE  STREET  BOSTON  CORPORATION 

19  PNC  BANK  CORP. 

20  MARINE  MIDLAND  BANKS.  INC 

21  WELLS  FARGO  t  COMPANY 

22  SHAWMUT  NATIONAL  CORPORATION 

23  SIGNET  BANKING  CORPORATION 

24  FIRST  INTERSTATE  BANCORP 

25  FLEET  FINANCIAL  GROUP  INC 

26  HUNTINGTON  BANCSHARES.  INC 

27  NORWEST  CORPORATION 

28  NORTHERN  TRUST  CORPORATION 

29  NATIONAL  CITY  CORPORATION 

30  FIRST  SECURITY  CORPORATION 

31  MNC  FINANCIAL.  INC 

32  SOCIETY  CORPORATION 

33  FIRST  BANK  SYSTEM.  INC 

34  CORESTATES  FINANCIAL  CORPORATION 

35  FIRST  FIDELTTY  BANCORPORATION 

36  WACHOVIA  CORPORATION 

37  NBD  BANCORP.  INC 

38  ABN  AMRO  NORTH  AMERICA,  INC. 

39  SUNTRUST  BANKS.  INC. 

40  COMERICA  INCORPORATED 

41  U.S.  BANCORP 

42  BOATMEN'S  BANCSHARES.  INC. 

43  MIDLANTIC  CORPORATION 

44  FIRST  TENNESSEE  NATIONAL  CORPORATION 

45  CENTRAL  BANCSHARES  OF  THE  SOUTH.  INC. 

46  CRESTAR  FINANCIAL  CORPORATION 

47  MERIDIAN  BANCORP.  INC 

4«  MICHIGAN  NATIONAL  CORPORATION 

49  AMSOUTH  BANCORPORATION 

50  MBNA  CORPORATION 

51  FIRST  EMPIRE  STATE  CORPORATION 

52  BANK  SOUTH  CORPORATION 

53  FIRST  MARYLAND  BANCORP 

54  BANCORP  HA WAa  INC 

55  BANCALTRISTATE CORPORATION 

56  RIVER  FOREST  BANCORP.  INC 

57  RIGGS  NATIONAL  CORPORATION 

58  BB&T  FINANCIAL  CORPORATION 

59  FIRST  AMERICAN  CORPORATION 

60  FIRST  HAW ADAN.  INC 

61  DEPOSrr  GUARANTY  CORP 

62  PROVIDENT  BANCORP  .  INC. 

63  UJB  FINANCIAL  CORP 

64  CENTRAL  FIDELTTY  BANKS  INC 

65  FIRST  COMMERCE  CORPORATION 

66  SOCIETY  FOR  SAVINGS  BANCORP  INC 

67  OLD  KENT  FINANCIAL  CORPORATION 

68  FIRSTAR  CORPORATION 

69  INDEPENDENCE  BANCORP.  INC. 

70  MARSHALL  &  ILSLEY  CORPORATION 


TOTAL 

TOTAL 

TOTAL 

FUTURESi 

TOTAL 

TOTAL 

TATE 

ASSETS 

DERTVATTVES 

FORWARDS 

SWAPS 

OPnONS 

NY 

$145,522 

J2.1 17.385 

J 1045 .500 

$554057 

$317,628 

NY 

83.987 

1.769.947 

816.740 

355.597 

597.610 

NY 

2I6J85 

1.762.478 

1007.132 

264.811 

290.535 

NY 

132.532 

1.550.680 

572.897 

579019 

398.563 

NY 

99.085 

1.125.075 

666.150 

258.086 

200.839 

CA 

185.466 

899.783 

581.034 

229.926 

88.823 

n. 

49,936 

452.780 

276.790 

100.666 

75.324 

IL 

22.352 

170.052 

61.058 

52.953 

56.041 

NY 

36.205 

164.979 

81.707 

45.504 

37.768 

NY 

41.045 

91.434 

65.128 

12O00 

14.106 

MA 

32.766 

69.479 

49054 

9.092 

11.133 

NC 

71.959 

63.794 

17.867 

11.672 

34055 

NC 

124.385 

47.490 

12,832 

30.574 

4.084 

PA 

36^09 

37.122 

22.834 

11.552 

2.736 

OH 

75.413 

32089 

2.610 

29.349 

330 

NY 

16,990 

32.107 

21093 

2.425 

8.388 

NY 

23.681 

29.755 

7.717 

10.225 

11.813 

vu 

18.170 

23.785 

23.082 

600 

103 

-^ 

53.317 

20.965 

786 

8.401 

11.778 

NY 

16.736 

15.773 

7.055 

8.718 

0 

CA 

51.329 

15.353 

5.354 

2.953 

7.045 

CT 

25.892 

14.929 

8.408 

814 

5.707 

VA 

12.052 

14.011 

3.032 

2,633 

8.346 

CA 

49.488 

12.964 

1.304 

8,166 

3.494 

RI 

44.871 

12.599 

6.733 

4,861 

1.006 

OH 

15.655 

11.936 

2.372 

5,374 

4.190 

MN 

47.790 

11.226 

6.141 

3.167 

1.919 

IL 

16J89 

10.810 

8,924 

1.744 

141 

OH 

28.660 

9062 

1.580 

6.175 

1.507 

UT 

8.181 

8.425 

5.169 

762 

2.494 

MD 

17J08 

7.500 

1.342 

2,554 

3.604 

OH 

25,964 

7032 

1.248 

5,712 

272 

MN 

25.580 

7.070 

3.424 

3.003 

643 

PA 

23.591 

7.036 

2.405 

3.840 

791 

NJ 

32.408 

6.857 

3076 

3,569 

12 

NC 

33J37 

6.348 

3.491 

1,922 

935 

Ml 

40.389 

5.776 

2.475 

2,842 

459 

IL 

nj84 

4.470 

35 

3,742 

693 

GA 

37.607 

4.412 

146 

3.480 

787 

MI 

27,513 

3.884 

660 

2.877 

348 

OR 

20,796 

3.482 

337 

1.065 

2.081 

MO 

24.695 

3.274 

1.310 

1.964 

0 

NI 

13,854 

3022 

47 

3.175 

0 

TN 

8.992 

3.181 

1.648 

1.028 

506 

AL 

7.018 

2.930 

57 

491 

2.382 

VA 

13042 

2.841 

639 

968 

1034 

PA 

12.131 

2.839 

123 

1.927 

789 

Ml 

10.584 

2.695 

830 

1.865 

0 

AL 

11.099 

2.642 

334 

1,139 

1.169 

DE 

6.543 

2O00 

0 

2O00 

0 

NY 

10.457 

2.121 

491 

1.350 

280 

GA 

4.640 

2.091 

63 

2.028 

0 

MD 

9.032 

2.049 

870 

703 

476 

HI 

12.746 

1.969 

984 

984 

0 

CA 

7.853 

1.736 

790 

811 

134 

IL 

1.334 

1.130 

0 

23 

1.108 

DC 

4.923 

1.073 

983 

91 

0 

NC 

7.953 

984 

9 

975 

0 

TN 

6.722 

938 

34 

904 

0 

HI 

6.394 

862 

0 

562 

300 

MS 

4.917 

861 

296 

540 

25 

OH 

3.993 

840 

5 

835 

0 

NJ 

13.546 

836 

29 

793 

14 

VA 

9.126 

794 

26 

768 

0 

LA 

6056 

774 

1 

13 

760 

CT 

2.399 

763 

0 

385 

378 

MI 

9.313 

759 

390 

353 

16 

WI 

13.026 

675 

23 

306 

346 

PA 

2.645 

608 

0 

498 

110 

W 

7.711 

578 

554 

0 

24 
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^NK  HOLDING  CX)MPANY  NAME 

71  SOUTHERN  NATIONAL  CORPORATION 

72  BARNETT  BANKS.  INC. 

73  FORT  WAYNE  NATIONAL  CORPORATION 

74  aONS  BANCORPORATION 

75  INTEGRA  FINANCIAL  CORPORATION 

76  MERCANTILE  BANCORPORATION  INC 

77  WILMINGTON  TRUST  CORPORATION 

78  BANK  LEUMl  LE-ISRAEL  CORPORATION 

79  US  TRUST  CORPORATION 

80  BOULEVARD  BANCORP.  INC 

81  FIRST  ALABAMA  BANCSHARES.  INC 

82  BANK  OF  IRELAND  FIRST  HOLDINGS.  INC 

83  FOURTH  FINANCIAL  CORPORATION 

84  BAYBANKS  [NC 

85  NATIONAL  COMMERCE  BANCORPORATION 

86  SOI  FTHTRUST  CORPORATION 

87  FIRST  MIDWEST  BANCORP.  INC 

88  TRUSTMARK  CORPORATION 

89  PROVIDENT  BANKSHARES  CORPORATION 

90  UNTTED  MISSOURI  BANCSHARES.  INC 

91  ONBANCORP.  INC 

92  KEYCORP 

93  FIRST  NATIONAL  BANCORP 

94  FIRST  BANKS.  INC. 

95  STAR  BANC  CORPORATION 

96  COMMONWEALTH  BANCSHARES  CORPORATION 

97  CU  BANCORP 

98  FIFTH  THIRD  BANCORP 

99  CENTURA  BANKS.  INC. 

100  UNION  PLANTERS  CORPORATION 

101  BANKNQRTH  GROUP.  INC. 

102  MAGNA  GROUP.  INC 

103  COMMERCE  BANCSHARES.  INC. 

104  HBERNIA  CORPORATION 

105  CHARTER  BANCSHARES.  INC. 

106  INDEPENDENT  BANK  CORP 

107  FIRSTOF  AMERICA  BANK  CORPORATION 

108  VALLEY  BANCORPORATION 

109  CANADIAN  IMPERIAL  HOLDINGS.  INC 

110  FINANCIAL  INVESTMENT  CORPORATION 

111  CITIZENS  FINANCL\L  GROLIP  INC 

112  BANCORPSOUTH.  INC 

113  WTB  FINANOAL  CORPORATION 

114  F1RSTCOLONTAL  BANKSHARES  CORPORATION 

115  WEST  ONE  BANCORP 

116  PEOPLES  MLHTUAL  HOLDINGS 

in  SIMMONS  FIR.ST  NATIONAI.  CORPORATION 

1 1 8  FIRST  MICHIGAN  BANK  CORPORATION 

119  HOMETOWN  BANCORPORATION.  INC. 

120  LIBERTY  NATIONAL  BANCORP.  INC. 

121  CB  BANCSHARES.  INC 

122  lACOB  SCHMIDT  COMPANY 

123  COMMUNITY  FINANCIAL  SERVICES.  INC. 

124  BANPONCE  CORPORATION 

125  FIRST  VWOINL^  BANKS  INC 

126  WESTAMERICA  BANCORPORATION 

127  NATIONAL  PENN  BANCSHARES.  INC. 

128  NATIONAL  CITY  BANCORPORATION 

129  CENTRAL  JERSEY  BANCORP 

1 30  BSB  BANCORP,  INC 

1 3 1  MARK  TWAIN  BANCSHARES.  INC 

132  KEYSTONE  nNANCL\L  INC 

133  EASTERN  BANK  CORPORATION 

134  PROFESSIONAL  BANCORP.  INC 

135  OMEGA  FINANCIAL  CORPORATION 

136  LIBERTY  BANCORP.  INC 

137  ASSOCL^TED  BANCCORP 

138  NATIONAL  MERCANTILE  BANCORP 

139  VERMONT  FINANCLM.  SERVICES  CORP 

140  CAYMAN  INVESTMENT  COMPANY  IOMEGA) 

141  PARK  NATIONAL  CORPORATION 

142  AKTIV  BANK  HOLDING  COMPANY 

143  JEFFERSON  BANCSHARES.  INC. 

144  COLE-TAYLOR  FINANCIAL  GROUP.  INC 

145  GRENADA  SUNBUTtST  SYSTEM  CORPORATION 

146  FmSTIER  FINANCIALINC 

147  BANK  OF  NORTH  AMERICA  BANCORP.  INCORPORATED 


TOTAL 

TOTAL 

TOTAL 

FUTURES* 

TOTAL 

TOTAL 

TA1E 

ASSETS 

DE31IVATIVES 

FORWARDS 

SWAPS 

OPTIONS 

NC 

5.144 

523 

4 

519 

0 

H. 

37.378 

454 

0 

454 

0 

IN 

2.081 

422 

422 

0 

0 

UT 

3.925 

412 

0 

40 

372 

PA 

13.563 

374 

0 

273 

101 

MO 

10.201 

369 

295 

0 

73 

DE 

4.165 

330 

0 

330 

0 

NY 

2J32 

320 

195 

125 

0 

NY 

3.720 

319 

201 

117 

0 

n. 

I.5I7 

300 

0 

300 

0 

AL 

8.096 

294 

254 

0 

40 

NH 

3.780 

290 

96 

100 

94 

KS 

6.113 

254 

3 

251 

0 

MA 

9.773 

237 

221 

16 

0 

TN 

2.369 

236 

211 

25 

0 

AL 

13.673 

233 

3 

230 

0 

IL 

2.512 

201 

18 

181 

3 

MS 

4,235 

183 

183 

0 

0 

MD 

1.673 

176 

0 

166 

10 

MO 

6.083 

169 

169 

0 

0 

NY 

3.818 

168 

0 

0 

168 

NY 

32.049 

166 

0 

166 

0 

GA 

1.987 

159 

150 

0 

9 

MO 

1.990 

158 

0 

0 

1S8 

OH 

7.442 

156 

136 

0 

20 

PA 

2.228 

156 

56 

100 

0 

CA 

331 

154 

54 

100 

0 

OH 

10.923 

147 

147 

0 

0 

NC 

3ZM 

145 

100 

35 

10 

TN 

6.083 

143 

36 

100 

6 

VT 

1.620 

137 

0 

137 

0 

MO 

3.569 

133 

0 

133 

0 

MO 

7.480 

128 

0 

128 

0 

LA 

4.668 

121 

21 

100 

0 

TX 

672 

110 

0 

0 

no 

MA 

795 

110 

0 

110 

0 

MI 

20.480 

108 

7  1 

101 

0 

Wl 

4.337 

105 

0 

105 

0 

NY 

5.258 

94 

0 

76 

18 

AR 

299 

93 

0 

0 

93 

RI 

5.250 

91 

0 

90 

1 

MS 

2.218 

84 

84 

0 

0 

WA 

1.014 

84 

65 

0 

19 

IL 

1.556 

83 

0 

83 

0 

ID 

7.392 

79 

64 

15 

0 

CT 

5.834 

69 

62 

0 

7 

AR 

700 

61 

48 

0 

13 

MI 

2026 

58 

0 

58 

0 

CT 

192 

57 

0 

57 

0 

KY 

4.686 

55 

0 

55 

0 

HI 

750 

55 

0 

55 

0 

MN 

1.196 

55 

0 

5 

50 

GA 

189 

54 

54 

0 

0 

PR 

10.869 

51 

1 

50 

0 

VA 

6.875 

51 

51 

0 

0 

CA 

1.925 

50 

0 

SO 

0 

PA        _ 

_              861 

50 

0 

50 

0 

MN 

621 

50 

0 

SO 

0 

NJ 

1.727 

50 

0 

50 

0 

NY 

1.061 

50 

0 

50 

0 

MO 

2.311 

47 

47 

0 

0 

PA 

3.097 

42 

0 

42 

0 

MA 

1.266 

40 

39 

0 

1 

CA 

311 

40 

0 

40 

0 

PA 

506 

40 

0 

40 

0 

OK 

2.441 

35 

35 

0 

0 

WI 

2.936 

35 

0 

35 

0 

CA 

321 

33 

0 

0 

33 

VT 

897 

31 

21 

0 

10 

144 

31 

31 

0 

0 

OH 

1.237 

30 

0 

30 

0 

CA 

209 

28 

28 

0 

0 

TX 

252 

27 

0 

7 

20 

n. 

1.486 

26 

1 

25 

0 

MS 

2.435 

25 

0 

16 

» 

NE 

2.978 

25 

0 

2S 

0 

FL 

489 

22 

0 

22 

0 
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ANK  HOLDING  COMPANY  NAME 

148  NEWMn.  BAMCORP  INC 

149  LAFAYETTE  AMERICAN  BANCORP  INC 

150  FWST  WESTERN  CORPORATION 

151  CASS  COMMERCIAL  CORPORATION 

152  AUBURN  NATIONAL  BANCORPORATION 

153  C\MDEN  NATIONAL  CORPORATION 

154  FIRSTBANK  OF  ILLINOIS  CO. 

155  AMCORE  FINANCIAL.  INC 

156  MERCHANT  HOUSE 

157  IXIPERLAL  BANCORP 

1 58  RUAN  FINANCIAL  CORPORATION 

159  RAMAPO  FINANCIAL  CORPORATION 

160  S  &  T  BANCORP.  INC. 

161  SAN  PAOLO  US.  HOLDING  COMPANY 

162  BANK  CORPORATION  OF  GEORGIA 

163  BAR  HARBOR  BANKSHARES 

164  KEYSTONE  HERITAGE  GROUP.  INC. 

165  FIRST  FIN  ANCLAL  BANCORPORATION 

166  PEOPLES  HERITAGE  FINANCIAL  CKOUP  INC 

167  UNC  HOLDING.  INC 

168  STERLING  WEST  BANCORP 

169  ALERION  CORPORATION 

170  UNrreD  SECURITY  BANCSHARES.  WC 

171  COMM.  BANCORP.  INC. 

172  PARKWAY  BANCORP.  INC. 

173  NATIONAL  COMMUNTTY  BANKS.  INC 

174  BANK  OF  MONTANA  SYSTEM 

175  BROWNING  BANCORP 

176  FINANCIAL  TRUST  CORP. 

177  CNB  RNANCLAL  CORPORATION 

178  IRWIN  FINANCIAL  CORPORATION 

179  SUMMTT  BANCORP.  INC 

180  TOWN  &  COUNTRY  BANCORP,  INC. 

181  STERLING  BANCSHARES.  INC 

182  CrrCO  BANCSHARES.  INC. 

183  SILICON  VALLEY  BANCSHARES 

184  BOK  FINANCIAL  CORPORATION 

185  INTERNATIONAL  BANCSHARES  CORPORATION 

186  CmZENS  FIRST  BANCORP.  INC. 

187  USTCORP. 

188  PREMIER  FINANCIAL  SERVICES.  INC. 

189  FIRST  BUSEY  CORPORATION 

190  FIRST  BANKING  CE^fTER.  INC. 

191  PRO  ATHENEUM  STIFTUNG 

192  1ST  SOURCE  CORPORATION 

193  UNFTED  BANK  CORPORATION 

194  SUMMIT  BANCORPORATION 

195  MARTINIUS  CORPORATION 

196  WmTAKER  BANK  CORPORATION  OF  KENTUCKY 

197  BANKWORCESTER  CORPORATION 

198  COMERICA  TEXAS  INCORPORATED 

199  HAMILTON  BANCORP.  INC. 

200  MARSH  INVESTMENTS.  N.V. 

201  CPBINC. 

202  BARABOO  BANCORPORATION.  INC.  (THE) 

203  FLTLTON  FINANCLAL  CORPORATION 

204  SECURTTY  RICHLAND  BANCORPORATION 

205  1ST  BUSINESS  CORPORATION 

206  T  R  FINANCIAL  CORP. 

207  OCEAN  BANKSHARES.  INC. 

208  CONSTELLATION  BANCORP 

209  CVB  FINANCIAL  CORP 

210  REBANK  NETHERLANDS  ANTILLES.  N.V. 

211  FIRST  EASTERN  CORP. 

212  CULLEN/FROST  BANKERS.  INC. 

213  STERLING  BANCORP 

214  UNTTED  NATIONAL  BANCORP 

215  LAREDO  NATIONAL  BANCSHARES.  INC. 


Note:  ZerDct  may  be  due  lo  rouodmg. 

Soiuce;  Cofuobdaud  Fmaocul  Suicmesu  for  Bank  HoldBg 


TOTAL 

TOTAL 

TOTAL 

FUTURES* 

TOTAL 

TOTAL 

FATC 

ASSETS 

DBUVATIVES 

FORWARDS 

SWAPS 

OPTIONS 

CT 

2S6 

22 

0 

22 

0 

CT 

635 

20 

0 

20 

0 

SO 

300 

19 

0 

0 

19 

MO 

320 

16 

16 

0 

0 

AL 

181 

15 

0 

5 

10 

ME 

351 

15 

0 

15 

0 

L 

1.SI6 

15 

0 

15 

0 

I. 

1.564 

14 

1 

13 

0 

CM 

188 

12 

12 

0 

0 

CA 

3.131 

12 

11 

1 

0 

H 

720 

II 

11 

0 

0 

HI 

308 

11 

11 

0 

0 

m 

U36 

11 

0 

10 

1 

ov 

1.413 

10 

0 

10 

0 

GK 

188 

10 

0 

10 

0 

ME 

251 

10 

0 

10 

0 

PA 

53» 

10 

0 

10 

0 

in. 

423 

10 

0 

10 

0 

ME 

2J« 

10 

0 

10 

0 

SD 

204 

10 

10 

0 

0 

CA 

175 

8 

8 

0 

0 

LA 

338 

8 

0 

8 

0 

AL 

158 

7 

3 

0 

4 

PA 

315 

6 

0 

0 

6 

m. 

603 

6 

0 

6 

0 

M 

4.086 

6 

6 

0 

0 

MT 

793 

5 

0 

5 

0 

UT 

175 

5 

5 

0 

0 

M 

832 

5 

0 

5 

0 

PA 

263 

5 

0 

5 

0 

M 

693 

5 

0 

5 

0 

WA 

201 

5 

0 

4 

1 

I. 

148 

5 

5 

0 

0 

IX 

302 

5 

0 

5 

0 

TO 

177 

4 

4 

0 

0 

CA 

»24 

4 

4 

0 

0 

OK 

2M4 

4 

1 

4 

0 

JX 

1.866 

4 

4 

0 

0 

ta 

2An 

2 

2 

0 

0 

MA 

1.993 

2 

2 

0 

0 

L 

356 
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QUESTION  B)3) 

Are  bank  holding  company  derivatives  activities  profitable?   How  important  is 
derivatives-related  profit  to  overall  bank  holding  company  profitability? 

Pubbc  data  regarding  the  profitability  of  bank  holding  company  derivatives 
products  are  not  available.   Regulatory  reports  provide  information  on  fee  income,  interest 
income  and  gross  trading  revenues  but  do  not  provide  detail  on  the  derivatives  component  of 
these  revenues.   In  general,  shareholder  reports  also  lack  detail  regarding  derivatives  revenues 
or  profitability.   The  lack  of  a  separate  breakout  of  revenues  regarding  the  derivative 
component  arises  from  the  difficulty  of  desegregating  these  products  in  a  definitive  manner 
because  of  the  intcrrelatedness  of  various  derivative  products  with  the  trading  and  investment 
strategies  and  revenues  from  actual  cash  instruments.   Moreover,  to  the  extent  derivative 
products  are  linked  to  an  institution's  asset  liability  management  strategies,  the  related  income 
or  expense  of  the  derivatives  are  generally  recognized  as  adjustments  to  overall  interest 
income  or  expense. 

Even  if  detail  on  derivative  revenues  were  available,  determining  their 
contribution  to  an  institution's  net  income  is  complicated  by  the  necessary  but  subjective  task 
of  allocating  the  institution's  overhead  costs  for  technology,  personnel,  accounting  and 
information  systems,  and  funding  costs.   Moreover,  that  analysis  may  also  be  complicated  by 
CTOss-referrals  and  support  for  derivatives  products-from  lending,  trading  and  trust  activities. 

Most  banks  involved  in  derivatives  activities  have  some  form  of  internal 
accounting  and  transfer  pricing  measurement  system  for  assessing  the  profitability  of 
derivatives  activities.   As  part  of  the  examination  process,  profitability  analyses  are  reviewed. 
Areas  that  appear  to  be  producing  abnormally  wide  swings  in  revenues  or  that  are  producing 
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a  series  of  losses  are  closely  scnidnized  to  determine  whether  appropriate  controls  and  risk 
limits  are  in  place.  Guidelines  with  regard  to  reviewing  derivative  product  profitability  are 
oudined  in  the  Trading  Activities  Manual. 

In  general,  derivatives  activities  appear  to  provide  fairly  consistent  or  growing 
revenue  streams.   Before  using  a  particular  derivatives  product,  institutions  generally  require 
that  an  internal  analysis  be  performed  to  indicate  whedier,  after  taking  into  account  the 
derivative's  risk  relative  to  other  banking  products,  the  product  improves  shareholder  value. 
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C.   CONCENTRATION 
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QUESTION  C)l) 

What  are  the  pro's  and  con's  related  to  the  concentration  of  derivatives  activities  in  a 
handful  of  large  money  center  bank  holding  companies? 

The  concentration  of  derivatives  activities  in  a  few  large  companies  —  and,  in 
particular,  the  concentration  among  firms  who  are  market-makers  —  tends  to  increase  the  risk 
that  the  default  of  a  single  institution  could  cause  systemic  problems.  The  possibility  that 
market  liquidity  could  be  adversely  affected  by  a  withdrawal  or  failure  of  one  or  more  market 
makers  is  a  matter  of  some  concern.   Credit  risk  associated  with  concentration  is  a  concern 
that  is  being  mitigated,  in  part,  because  of  recent  developments  that  have  encouraged  the  use 
of  legally  enforceable  netting  arrangements,  a  heightened  emphasis  on  the  monitoring  of 
concentrations  of  credit  risk,  and  efforts  by  central  banks  and  others  to  improve  clearing  and 
settlement  arrangements  of  various  types. 

Moreover,  at  present  it  appears  that  market  forces  ensure  market-making  is 
feasible  only  for  firms  that  are  perceived  by  the  market  as  being  highly  creditworthy.   These 
institutions  tend  to  have  sophisticated  risk  management  procedures  and  capital  bases  large 
enough  to  absorb  sizable  derivative  product  losses.   In  addition,  the  concentration  of 
derivative  activities  in  only  a  few  large  institutions  facilitates  supervision  of  their  activities. 
Therefore,  the  failure  of  one  of  these  institutions  as  a  result  of  derivative  products  appears 
unlikely  in  the  current  risk  environment 
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QUESTION  C)2) 

For  each  of  the  ten  largest  bank  holding  company  derivatives  dealers,  indicate  the  credit 
exposure  related  to  derivatives  as  a  percentage  of  the  bank  holding  company  capital. 

Table  C.  1  provides  consolidated  bank  holding  company  credit-equivalent 
exposures  as  a  percentage  of  capital  for  the  ten  largest  dealers  as  of  June  30,  1993.   It  should 
be  noted  that  these  exposures  do  not  take  into  account  any  potential  reduction  in  exposures 
from  master  netting  agreements  or  other  exposure-reducing  efforts.   The  credit-equivalent 
exposure  (column  5)  represents  the  current  replacement  cost  of  contracts  with  positive  market 
values  (column  3)  and  also  the  estimated  potential  credit  exposure  as  calculated  under  the 
current  risk-based  capital  standard  (column  4).   Both  of  these  numbers  were  derived  from  the 
risk-based  capital  portion  of  the  Y-9C  Report 

As  shown  in  the  table,  the  credit-equivalent  exposure  of  the  ten  largest  bank 
holding  companies  ranges  from  1.5  percent  to  2.5  percent  of  the  notional  value  of  total 
derivative  products  and  from  29  percent  to  439  percent  of  total  capital.   In  comparison, 
column  8  illustrates  that  the  credit  equivalent  exposures  as  a  percent  of  total  capital  for  more 
traditional  bank  instruments   (i.e.  non-derivative  instruments  such  as  securities,  loans  and 
other  off-balance-sheet  instruments)  ranges  from  202  percent  to  832  percent 
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QUESTION  C)3) 

Does  your  agency  have  (termed  criteria  that  must  be  met  before  a  bank  holding  company 
can  offer  derivative  products?   Do  bank  holding  companies  need  to  notify  your  agency 
prior  to  becoming  a  dealer  in  derivative  products? 


For  bank  holding  companies  and  their  non-bank  subsidiaries,  the  Board  has  a 
formal  approval  process  for  new  activities  and  derivative  activities  (including  acting  as  a 
"dealer"  )  are  considered  within  that  framework.   The  Board  has  the  authority  to  determine 
whether  or  not  particular  derivative  activities  are  permissible  generally  for  bank  holding 
companies  or  to  approve  specific  activities  for  individual  companies.  The  Board  may  also 
impose  conditions  on  the  activities.   Pursuant  to  the  Bank  Holding  Company  Act  of  1956,  as 
amended  ("BHC  Act"),  and  the  Board's  Regulation  Y,  the  Board  reviews  the  public  interest 
factors  as  well  as  financial  and  managerial  considerations  when  acting  on  an  application  by  a 
bank  holding  company  to  engage  in  a  new  activity.  An  institution  must  demonstrate  its 
ability  to  manage  the  risks  related  to  that  activity,  and  must  limit  the  scope  or  risk  exposure 
of  the  new  activity  to  a  level  commensurate  with  the  institution's  expertise  and  capital 
adequacy. 

Under  the  BHC  Act  and  the  Board's  Regulation  Y,  a  bank  holding  company 
may  not  engage  in  any  activity,  or  own  shares  of  any  company  engaged  in  any  activity,  other 
than  banking  or  managing  or  controlling  banks,  subject  to  certain  exemptions.'  One  of  these 
exemptions  permits  bank  holding  companies  to  engage  in  any  activity,  or  own  shares  of  any 
company  engaged  in  any  activity,  that  the  Board  has  determined,  either  by  regulation  or 
Order,  to  be  so  closely  related  to  banking  or  managing  or  controlling  banks  as  to  be  a  proper 


'See  12  use  §  1843(a). 
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incident  to  banking.*   In  making  the  "proper  incident"  detennination,  the  Board  shall  consider 
whether  the  perfonnance  by  the  applicant  of  the  activity  can  reasonably  be  expected  to 
produce  benefits  to  the  public,  such  as  greater  convenience,  increased  competition,  and  gains 
in  efficiency  that  outweigh  possible  adverse  effects.  This  consideration  includes  an  evaluation 
of  the  financial  and  managerial  resources  of  the  applicant,  including  its  subsidiaries,  and  any 
company  to  be  acquired,  and  the  effect  of  the  transaction  on  those  resources. 


*Sec  12  use  §  1843(c)(8). 
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QUESTION  D)l) 


How  does  your  agency  define  and  identify  speculation  in  derivative  products?  Are  there 
any  rules  or  regulations  involving  bank  holding  company  speculation  activities  using 
derivatives  products? 


The  term  "speculation"  can  be  used  in  a  pejorative  sense  to  describe  the  taking 
of  a  large  and  extremely  risky  position  in  a  market   In  this  sense,  banking  institutions  would 
normally  be  precluded  from  taking  such  positions.   More  generally,   the  term  speculation  is 
best  used  to  refer  to  the  activities  of  any  participant  in  a  market  who  is  willing  to  take  a  view 
on  the  direction  the  market  is  heading  and  establishes  an  open  position  to  profit  from  market 
movements  in  a  particular  direction,  rather  than  seeking  to  fully  offset  an  exposure  in  the 
same  or  another  market   Such  participants  are  active  in  most  financial  markets.   Indeed,  the 
activity  of  such  traders  often  is  an  important  source  of  liquidity  to  other  market  participants, 
accommodating  those  who  do  not  wish  to  allow  positions  to  remain  uncovered  or  who  are 
using  the  markets  for  risk  management  or  other  hedging  purposes. 

Subject  to  prior  approval,  the  Federal  Reserve  has  generally  permitted  bank 
holding  companies  and  their  nonbank  subsidiaries  to  engage  in  derivatives  transactions 
incidental  to  other  approved  activities  in  order  to  hedge  exposure  arising  from  those  activities. 
In  a  small  number  of  cases,  institutions  have  been  allowed  to  enter  transactions  for  purposes 
other  than  hedging.   State  member  bank  subsidiaries  of  holding  companies  are  chartered  under 
state  law  and  must  have  authority  to  engage  in  derivatives  activities.   State  banking 
authorities  in  a  number  of  states  have  permitted  state-chartered  banks  to  engage  in  derivative 
transactions  as  brokers  or  agents  for  their  own  account  either  to  generate  revenue  or  hedge 
existing  positions.   Member  banks  may  also  engage,  through  separately  capitalized 
subsidiaries,  in  these  activities  with  the  permission  of  the  Federal  Reserve. 
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The  Federal  Reserve  does  not  have  specific  regulations  regarding  state  member 
banks  taking  positions  in  derivatives.   Rather,  the  Federal  Reserve  relies  on  the  supervisory 
process,  including  on-site  examinations  and  policy  guidance  to  ensure  the  safety  and 
soundness  of  banks  engaging  in  these  activities.   Directors  and  senior  management  are 
expected  to  be  actively  involved  in  the  strategies  and  policies  relating  to  its  derivative 
activities,  including  determining  the  institution's  overall  appetite  for  risk  taking  and  the 
setting  of  boundaries  for  acceptable  trading  activities  through  the  establishment  of  position 
limits.  These  limits,  in  turn,  are  expected  to  be  adequately  implemented  and  enforced  through 
a  system  of  internal  controls  and  subject  to  change  pursuant  to  an  appropriate  review  process. 

Accordingly,  the  assessment  of  these  limits,  procedures  and  internal  controls 
represents  an  important  element  of  an  examination  of  derivatives  and  trading  activities.   One 
of  the  objectives  of  the  examination  process  is  to  ensure  that  such  limits  and  controls  are 
designed  to  ensure  that  any  losses  that  might  result  from  sudden  market  movements  are 
within  an  acceptable  range  given  the  institution's  capital  position  and  other  resources. 
Internal  controls  are  also  evaluated  during  the  examination  to  ensure  that  they  not  only 
address  the  actual  conduct  and  verification  of  a  transaction,  but  also  address  matters 
"incidental"  to  the  transaction,  such  as  the  effect  of  the  transaction  on  the  overall  liquidity  of 
the  institution  and  the  assessment  of  inherent  legal  and  other  risks  that  are  not  easily 
quantified.  —  - 

Beyond  specific  limits  and  controls,  the  risk  management  process  depends  on 
the  structure  and  integrity  of  the  management  information  system,  the  quality  of  management, 
and  the  adherence  of  individuals  to  esublished  internal  procedures.  These  factors  are  best 
evaluated  on-site  by  experienced  and  competent  examiners,  rather  than  through  the 
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promulgation  of  regulations  that,  in  addition  to  being  burdensome  and  inappropriate  for  many 
institutions,  might  not  necessarily  reduce  risks.   Through  the  examination  process  operating 
weaknesses,  when  identified,  can  be  addressed  in  the  context  of  the  specific  institution. 

One  area  where  the  Federal  Reserve  believes  that  regulatory  standards  are 
appropriate  involves  the  issue  of  capital  adequacy.   However,  here  again,  the  complexity  of 
measuring  market  risk,  combined  with  the  generally  satisfactory  experience  the  commercial 
banking  system  has  had  in  managing  this  risk  in  the  past,  raises  important  questions  about  the 
costs  and  benefits  of  dictating  specific  standards.   Consequently,  when  developing  the 
structure  of  the  recendy  issued  interest  rate  risk  proposal  the  banking  agencies  sought  to  avoid 
excessive  reporting  burden,  to  focus  on  institutions  taking  exceptionally  high  levels  of  risk, 
and  to  permit,  and  in  some  cases  require,  the  use  of  internal  models  in  measuring  exposures. 
This  approach  tries  to  balance  the  merits  of  providing  specific  minimum  prudential  standards 
with  the  difficulties  and  costs  associated  with  developing  and  administering  them. 
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QUESTION  D)2) 


What  percentage  of  bank  holding  company  derivative  transactions  are  related  to  a) 
market  making  functions?  b)  speculation?  c)  risk  arbitrage? 


No  statistics  are  collected  dividing  derivative  transactions  into  the  categories  \ 

specified  in  this  question.   Moreover,  any  answer  to  this  question  would  vary  depending  on 
the  institution,  the  particular  derivatives  instrument  chosen  and  the  definitions  and 
assumptions  made  in  assigning  a  transaction  to  a  particular  category.   However,  three  broad 
classes  of  bank  activity  can  be  distinguished.     The  first  activity  and  the  one  carried  out  by 
the  largest  number  of  banks  is  the  use  of  these  instruments,  along  with  non-derivative 
products,  to  hedge,  take,  or  alter  interest  rate,  currency,  and  other  risks.   Interest  rate  and 
currency  risks  are  risks  that  arise  out  of  normal  banking  business  due  to  the  differing  nature 
of  various  assets  and  liabilities.   Banks  can  alter  these  risks  by  changing  the  mix  of  assets  in 
which  they  invest,  or  by  using  derivative  instruments.   Whether  a  bank  chooses  to  use  actual 
securities,  such  as  government  bonds,  for  this  purpose  or  derivative  instruments  such  as  swaps 
or  futures,  depends  on  several  factors  discussed  in  the  response  to  the  next  question.   To  the 
extent  that  banks  use  derivative  instruments  to  take  currency  or  interest  rate  proprietary 
positions,  almost  by  definition  these  positions  are  for  a  longer  period  than  the  positions  that 
arise  out  of  market  making  activities.  Therefore,  the  number  of  those  transactions  is  less  than 
those  associated  with  market  making  activities^    - 

The  second  activity,  carried  out  by  many  regional  and  money  center  banks  in 
selected  markets,  is  to  meet  the  needs  of  the  end  users  of  these  products,  largely  corporations 
and  institutional  investors,  although  in  some  cases  the  end-user  may  be  a  smaller  bank 
engaged  in  hedging.   Banking  institutions  engaged  in  this  activity  are  essentially  order  takers 
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for  such  clients,  taking  no  risk  and  immediately  offsetting  any  exposure  through  a  dealer.   For 
these  banks,  one  would  typically  find  a  customer  contract  matched  by  a  contract  with  a 
dealer. 

The  third  activity,  conducted  mainly  by  money  center  banks,  is  to  make 
n'irkets  (act  as  a  dealer  in  these  markets).   Larger  banks  not  only  take  customer  orders  but 
assume  and  manage  the  resulting  exposure.   Many  of  these  banks  also  provide  liquidity  to  the 
product  by  acting  as  market  makers,  standing  ready  to  quote  prices  not  only  to  end  users  but 
also  to  other  dealers.   For  these  banks,  the  distribution  of  transactions  between  dealers  and 
non-dealers  would  depend  on  the  exact  role  of  the  larger  bank  in  a  particular  product,  the 
liquidity  of  the  instrument,  the  pattern  of  order  flows  at  any  particular  time,  and  the  nature  of 
the  hedges  used  to  offset  unwanted  positions.  For  example,  in  some  "customized"  and  less 
liquid  instruments,  such  as  complex  longer-term  interest  rate  swaps,  it  is  not  unusual  to  see  a 
high  proportion  of  contracts  with  non-dealers.   Exposures  assumed  in  such  transactions  with 
customers  are  often  hedged  by  using  highly  liquid  cash  instruments  such  as  government 
bonds,  until  an  offsetting  customer  transaction  arises.   For  more  liquid  derivative  instruments 
such  as  future  rate  agreements  or  standardized  shorter  term  swaps,  a  customer  transaction 
commonly  may  be  hedged  by  entering  into  offsetting  transactions  with  other  dealers.   As 
liquidity  in  a  product  increases,  typically  the  ratio  of  inter-dealer  contracts  to  non-dealer 
contracts  also  increases.   It  is  important  to  recognize  that  whenever  a  dealer  bank  enters  into 
a  transaction  with  a  customer,  it  assumes  a  risk  position.  That  position  has  to  be  managed. 
For  most  dealer  banks,  the  majority  of  transactions  would  probably  be  associated  with  the 
taking  and  managing  of  market  making  positions,  as  described  above. 


72 


345 


QUESTION  D)3) 

To  what  extent  do  bank  holding  companies  enter  into  derivatives  contracts  to  hedge  or 
square  positions  on  their  own  balance  sheets? 


Derivative  products  may  be  used  to  hedge  or  square  balance  sheet  positions  or 
to  assume  positions  deemed  by  the  bank  to  be  more  favorable  to  it  than  those  arising  out  of 
balance  sheet  positions.   For  example,  as  a  result  of  its  balance  sheet  activities,  a  bank  might 
find  itself  long  one  month  interest  rate  equivalents.   It  might  use  derivatives  to  close  or 
square  such  a  position.   Alternatively,  the  institution  might  decide  that  it  was  advantageous  to 
be  long  three  month  interest  rate  equivalents  and  use  derivatives  to  create  such  a  position. 
Accordingly,   the  extent  to  which  bank  holding  companies  seek  to  hedge  or  square  positions 
on  their  own  balance  sheets  depends  on  the  type  of  derivative  instrument  and  the  individual 
institution's  current  risk  profile  and  business  strategies.   A  bank  active  in  derivatives  can 
generally  choose  among  several  equivalent  instruments  in  which  to  take  or  hedge  a  position. 
The  choice  of  the  instrument  will  depend  on  the  desired  liquidity,  which  is  a  function  of  the 
expected  frequency  of  adjustment,  the  cost  of  the  instrument,  which  includes  its  price  and  any 
transactions  costs  and  the  cost  of  related  hedges,  and  the  firm's  access  to  markets. 
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QUESTION  D)4) 


What  percentage  of  bank  holding  company  derivative  transactions  are  entered  into  with 
a)  other  market  makers?  b)  financial  versus  nonfinancial  end-users?  c)  existing  bank 
customers?  d)  for  the  bank's  proprietary  trading  purposes? 


Although  the  evaluation  of  derivative  counterparties  is  a  key  component  of  the 
on-site  examination  of  an  individual  bank  holding  company's  derivatives  activities,  aggregate 
data  on  the  number  of  bank  holding  company  derivative  transactions  that  are  entered  into  with 
various  types  of  counterparties  are  unavailable.   As  pointed  out  in  the  response  to  Questions 
D)2)  and  D)3)  characterizations  of  derivative  activities  and  counterparties  are  highly  firm  and 
product  specific. 

Information  on  the  credit  equivalent  exposures  of  derivative  activities  used  in 
the  calculation  of  risk-based  capital  requirements  indicates  that  70%  of  the  exposures  are 
related  to  counterparties  that  receive  a  20%  risk  weighting,  which  are  primarily  depository 
institutions  and  certain  types  of  fully  collateralized  transactions.  The  concentration  of  bank 
holding  company  derivatives  activities  among  institutions  that  are  generally  regarded  as 
"dealers"  suggests  that  a  large  portion  of  such  transactions  could  be  classified  as  between 
dealers  or  "market-makers".   However,  others  are  undoubtedly  with  banks  that  are  using  the 
transactions  for  balance  sheet  hedging  purposes  or  to  off-set  customer  orders.   A  few  would 
also  relate  to  bank's  assuming  or  closing  out  "proprietary"  positions. 
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E.  SEPARATELY  CAPITALIZED  SUBSIDIARIES 


75 


348 

QUESTION  E>1)  ^ 

What  are  the  pro's  and  con's  of  requiring  a  bank  holding  company  to  establish  a 
separately  capitalized  subsidiary  to  engage  in  derivative  activities? 

,The  primary  reason  for  requiring  banks  to  conduct  certain  activities  in 

separately  capitalized  subsidiaries  is  to  shield  the  bank  from  the  risk  of  loss,  beyond  its 

investment  in  the  subsidiary,  that  might  result  directly  from  activities  that  pose  more  than 

normal  banking  risk.   Experience  to  date  does  not  suggest  that  derivatives  activities  expose 

banks  to  risks  of  a  sufficient  order  of  magnitude  that  they  should  be  required  to  establish 

separately-capitalized  subsidiaries  to  conduct  these  activities.  Derivative  products  are  closely 

related  to  the  traditional  business  of  banking  and  provide  a  means  for  managing  foreign 

exchange,  and  interest  rate  risks  ~  risks  that  regularly  factor  into  the  international  banking 

business.   As  a  result,  banks  are  familiar  with  the  management  of  risk  in  the  markets 

underlying  derivative  instruments,  such  as  currency  and  interest  rate  swaps,  options,  and 

forwards.   Moreover,  derivatives  can  be  used  to  manage  an  institution's  exposure  to  currency 

and  interest  rate  risk  that  result  from  its  other  activities,  including  customer  accommodation. 

Requiring  separate  subsidiaries  for  the  conduct  of  derivatives  activities  might 

hamper  the  global  competitiveness  of  U.S.  banking  orgaruzations.   One  of  the  principal 

objectives  of  the  Basle  Accord  was  to  create  a  more  "level  playing  field"  in  international 

financial  competition.   Requiring  U.S.  banking  organizations  to  conduct  derivatives  activities 

only  through  separately  capitalized  subsidiaries  could  disadvantage  U.S.  banks  in  the 

international  derivatives  market  and  undermine  tiieir  long  term  competitiveness.   By  requiring 

the  establishment  of  a  separate  subsidiary,  institutions  would  incur  additional  administrative 

and  legal  costs  related  to  maintaiiung  a  separate  organization  and  would  lose  the  advantage  of 

utilizing  available  resources  of  the  bank.   Many  of  the  synergies  inherent  in  conducting 
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derivatives  activities  as  pan  of  its  lending  activities,  on-balance  sheet  trading  functions  and 
risk  management  activities  would  be  compromised  or  lost,  resulting  in  opportunity  and  direct 
costs  for  the  bank. 
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QUESTION  E)2) 


In  providing  derivative  products,  to  what  extent  does  deposit  insurance  provide  bank 
holding  companies  with  an  advantage  or  disadvantage  over  nonbank  competitors? 


Concerns  expressed  about  deposit  insurance  giving  banks  a  competitive 
advantage  over  nonbanks  in  supplying  derivative  products  arise  in  the  context  of  other 
services  provided  by  banlcs  as  well.   These  concons  have  several  sources.   One  is  that  deposit 
insurance  would  permit  banks  to  operate,  in  this  case  to  provide  doivative  products,  with  low 
levels  of  supporting  capital  and  low  borrowing  costs  firom  insured  deposits.   A  second  and 
related  source  of  concern  is  that  credit  losses  incurred  by  banks  on  derivative  activities  might 
in  some  cases  be  covered  by  federal  agencies  through  a  "too-big-to-fail"  policy. 

There  are  important  Actors  that  ntitigate  these  concerns,  however.   One  is  that, 
in  the  unlikely  event  a  bank  was  unable  to  meet  its  contractual  obligation  to  a  derivatives 
customer,  any  losses  incurred  by  the  customer  are  not  covered  by  deposit  insurance.   Further, 
FDICIA  legislation  has  restricted  substantially  the  ability  of  bank  regulators  to  protect 
uninsured  creditors  under  a  "too-big-to-fail"  policy.   Perhaps  most  importantly,  the  adoption 
of  risk-based  capital,  prompt  corrective  action,  and  other  capital-strengthening  policies  have 
generally  caused  banks  to  increase  dieir  capital.   Under  these  policies,  banks  are  required  to 
maintain  a  level  of  capital  commensurate  with  the  risk  exposure  on  their  activities,  including 
derivative  activities.   Current  capital  rules,  coupled  with  increased  and  risk-based  deposit 
insurance  premiums,  reduce  and  may  eliminate  any  ciq)ital  or  funding  cost  advantage  that 
banks  would  otherwise  have  over  nonbanks  in  providing  derivative  products.  In  addition,  a 
banking  institution's  credit  rating,  which  depends  on  its  condition,  has  been  an  important 
determinant  of  the  bank's  ability  to  compete  in  the  derivatives  market 
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an  organized  exchange?  What  percentage  of  bank  holding  company  OTC 
transactions  are  between  market-makers  versus  between  market-makers  and  their 
customers? 4 

QUESTION  B)2)  -  What  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the  markets?   6 

QUESTION  B)3)  -  To  what  extent  does  your  agency  coordinate/cooperate  with 
exchange  officials  associated  with  bank  holding  company  exchange  related 
activities? 8 

QUESTION  B  )4)  -  To  what  extent  does  your  agency  coordinate/cooperate  with  the 
Commodities  Futures  Trading  Commission  (CfTC)  and  the  Securities  Exchange 
Commission  (SEC)  related  to  bank  holding  company  derivative  activities?    9 

QUESTION  B)5)  -  Please  identify  exchange-related  clearing  organizations,  their 
function  and  bank  holding  company  membership  in  clearing  organizations.  Who 
performs  the  exchange  or  clearing  organization  function  in  the  OTC  market?    ....     11 

QUESTION  B)6)  -  How  do  the  parties  to  a  derivatives  contract  ensure  contract 
performance  in  the  OTC  nuirket?   16 
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TRUSTS 17 

QUESTION  C)l)  -  How  many  derivatives  products  (quantity  and  notional  value) 
do  dealer  bank  holding  companies  sell  to  their  existing  discretionary  trust 
customers?  Nondiscretionary  trust  customers?  What  is  the  income  from  those 
transactions? IS 

QUESTION  C)2)  -  Are  there  any  rules  governing  the  sale  of  derivative  products 

to  a  bank's  discretionary  or  nondiscretionary  trust  customers?    19 


QUESTION  C)3)  -  In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to  sell 
derivatives  products  to  its  discretionary  or  nondiscretionary  trust  customers?  .... 
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D.  FOREIGN  BANKS 22 

QUESTION  D)I)  -  To  what  extent  do  foreign  banks  act  as  a  dealer  in  derivatives 
products  in  the  U.S? 23 

QUESTION  D)2)  -  Do  agencies  and  branches  of  foreign  banks  act  as  dealer  of 
derivative  products?    23 

QUESTION  D)3)  -  How  important  are  foreign  banks  to  the  derivative  products 
market  in  the  U.S? 27 

QUESTION  D)4)  -  Is  there  adequate  coordination  with  foreign  bank  regulators  in 

the  derivatives  area?   28 

E.  TRADING  ACCOUNTS  AND  CHINESE  WALLS 29 

QUESTION  E)I)  -  For  the  top  ten  bank  holding  company  derivatives  dealers  for 

the  past  five  years,  please  provide  trading  assets  and  trading  income 30 

QUESTION  E)2)  -  For  those  same  bank  holding  companies  over  the  same  period 
of  time,  what  percentage  of  assets  are  trading  assets  and  what  percentage  of  total 
income  is  derived  from  trading? 32 

QUESTION  E)3)  -  To  what  extent  are  there  legal  and  physical  barriers  erected 
between  bank  holding  company  proprietary  trading  activities  and  a  bank's  customer- 
related  derivatives  activities?    34 

QUESTION  E)4)  -  In  trading  for  their  own  proprietary  accounts,  to  what  extent  do 
dealer  bank  holding  companies  use  information  gleaned  from  customer-related 
derivatives  activities?    35 

F.  TAXES 36 

QUESTION  F)l)  -  Please  comment  on  the  feasibility  and  implications  of  levying 

a  tax  on  speculation-related  derivative  transactions? 37 
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QUESTION  A)l) 


Does  the  Federal  Reserve  currently  encourage  or  discourage  bank  holding  companies 
from  setting  up  separately  capitalized  subsidiaries  to  engage  in  derivatives-related 
activities?    Over  the  past  several  years,  how  many  bank  holding  companies  applied  to 
establish  separately  capitalized  subsidiaries  to  engage  in  derivatives-related  activities? 
Has  the  Federal  Reserve  acted  on  those  applications?    Please  explain  the  reasons  the 
Federal  Reserve  has  approved  or  denied  each  application.   Has  the  Federal  Reserve 
encouraged  banks  to  withdraw  such  applications? 


The  Board  has  neither  encouraged  nor  discouraged  bank  holding  companies 
from  establishing  separately  capitalized  subsidiaries  to  engage  in  derivatives  activities.    Many 
bank  holding  companies  engage  in  derivatives-related  activities  through  separately 
incorporated  and  separately  capitalized  subsidiaries.   These  nonbanking  subsidiaries  engage  in 
a  variety  of  derivatives-related  activities.   These  activities  include  acting  as  a  futures 
commission  merchant  in  the  execution  and  clearance  of  derivatives  of  financial  commodities 
(such  as  foreign  exchange,  bullion,  government  securities,  and  money  market  instruments), 
and  of  non-financial  commodities  (such  as  agricultural,  energy,  and  non-precious  metal 
commodities);  providing  investment  advice  with  respect  to  such  derivatives;  and  providing 
financial  and  contractual  advice  on  swaps,  caps,  floors,  collars,  and  similar  transactions 
relating  to  interest  rates  and  currency  exchange  rates. 

The  Board  also  has  permitted  seven  bank  holding  companies  to  act  through 
subsidiaries  in  taking  principal  positions  in  interest  rate  and  currency  swaps  and  swap- 
derivative  transactions.    These  applications  generally  involve  foreign  banking  organizations; 
domestic  bank  holding  companies  that  conduct  such  activities  typically  do  so  through  their 
bank  subsidiaries  rather  than  through  their  nonbanking  subsidiaries.   The  Board  also  has 
allowed  four  bank  holding  companies  to  engage  through  subsidiaries  in  trading  derivatives 
products  (e.g.,  foreign  exchange  derivatives,  and  derivatives  of  bank-eligible  securities  and 
money  market  instruments)  for  their  own  accounts  for  purposes  other  than  hedging. 
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QUESTION  A)2) 


How  does  a  bank  holding  company's  credit  rating  affect  its  ability  to  provide  derivatives 
products  to  its  customers?    How  does  a  bank  holding  company's  credit  rating  affect  its 
ability  to  perform  market  making  functions  in  derivatives  products? 


Creditworthiness  is  an  essential  element  for  successfully  offering  derivatives 
products  to  customers  and  competing  as  a  market  maker  in  derivatives  markets.   The  credit 
risk  management  function  of  both  dealers  and  end-users  involves  a  thorough  credit  analysis  of 
counterparties  prior  to  entering  into  a  derivatives  transaction.   That  analysis  generally  includes 
the  consideration  of  credit  ratings  available  from  the  rating  agencies.    High  counterparty 
credit  quality  is  particularly  important  for  institutions  participating  in  the  over-the-counter 
(OTC)  market.   OTC  derivatives  transactions  are  generally  bilateral  in  nature  and  commonly 
have  relatively  long  performance  periods  that  can  lead  to  significant  counterparty  exposure. 
Consequently,  market  forces  effectively  limit  participation  in  the  highly  competitive  OTC 
markets  to  financially  strong  institutions  with  high  credit  quality. 

Institutions  routinely  reject  derivative  transactions  with  counterparties  that  have 
unacceptable  credit  quality.    In  addition,  institutions  generally  reduce  the  volume  and  maturity 
of  transactions  they  conduct  with  those  counterparties  whose  financial  position  weakens  or 
who  receive  a  downgraded  credit  rating.    Institutions  may  also  require  margin  or  collateral 
from  these  counterparties  to  mitigate  credit  risk. 
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QUESTION  B)l 

What  percentage  uf  the  bank  holding  company  derivative  transactions  are  arranged 
over-the-counter  (OTC)  as  opposed  to  arranged  through  an  organized  exchange?   What 
percentage  of  bank  holding  company  OTC  transactions  are  between  market-makers 
versus  between  market-makers  and  their  customers? 

No  comprehensive  data  are  available  on  the  amount  of  derivative  transactions 

arranged  through  OTC  markets  versus  organized  exchanges.   However,  available  regulatory 

Call  Report  data  may  provide  a  partial  indication  of  the  relative  notional  amounts  of  certain 

OTC  instruments  in  comparison  to  some  common  exchange  traded  instruments.    Summary 

information  on  the  notional  amounts  of  swaps,  futures/forwards  and  written  and  purchased 

options  are  currently  reported  in  regulatory  Call  Reports.   These  categories  are  further  divided 

into  three  sub-categories:   interest  rate,  foreign  exchange,  and  commodity  and  equity.   Swap 

contracts  in  each  of  these  sub-categories  are  traded  OTC.     These  swap  contracts  had  a  total 

notional  amount  for  all  reporting  bank  holding  companies  of  $2.7  trillion  as  of  June  30,  1993 

or  25  percent  of  total  reported  bank  holding  company  derivatives'.   The  remaining  Call 

Report  categories  (futures/forwards  and  written  and  purchased  options)  contain  an  unknown 

mix  of  exchange  versus  OTC  traded  contracts,  but  are  thought  to  consist  of  proportionally 

more  OTC  instruments. 

Aggregate  data  on  the  number  of  bank  holding  company  derivative 

transactions  that  are  entered  into  with  various  types  of  counterparties  are  unavailable. 

Characterizations  of  derivative  activities  are  highly  company  and  product  specific.    As  pointed 


'Notional  amounts  represent  the  principal  amounts  of  the  underlying  asset  or  assets  to 
which  the  values  of  the  derivative  contracts  are  indexed.   They  are  the  hypothetical  amounts 
used  to  calculate  contract  cash  flows  and  are  generally  never  actually  paid  or  received. 
Accordingly,  the  notional  value  of  a  derivatives  contract  is  not  a  useful  measure  of  credit 
exposure.   That  exposure  generally  amounts  to  only  a  small  fraction,  say  two  to  three  percent, 
of  notional  value. 


359 


out  in  the  October  26  response  to  Question  D)4),  the  evaluation  of  derivative  counterparties  is 
a  key  component  of  the  on-site  examination  of  an  individual  bank  holding  company's 
derivatives  activities. 
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QUESTION  B)2) 

What  are  the  differences  in  the  markets,  and  what  special  supervisory  issues  arise  as  a 
result  uf  the  differences  in  the  markets? 


There  are  several  fundamental  differences  between  the  exchange  and  OTC 
derivative  markets.    Exchange-traded  contracts  are  standardized  as  to  maturity,  contract  size, 
and  delivery  terms,  whereas  OTC  contracts  are  custom  tailored  to  the  client's  needs  and  often 
specify  commodities  or  instruments  and  maturities  that  are  not  offered  on  any  exchange. 
OTC  markets  involve  customized  derivative  products  in  which  the  parties  negotiate  all  details 
of  the  transactions  or  agree  to  certain  simplifying  market  conventions.   The  terms  are  usually 
negotiated  over  the  telephone  and  finalized  in  writing.    OTC  transactions  occur  among 
market-makers  and  between  market-makers  and  their  customers. 

Another  important  distinction  in  the  U.S.  between  exchange-traded  and  OTC 
contracts  is  that  the  exchange  or  a  related  clearing  organization  "guarantees"  performance  on 
the  contract  by  interposing  itself  as  the  buyer  to  every  seller  and  the  seller  to  every  buyer. 
The  clearing  organization  typically  seeks  to  ensure  its  own  financial  integrity  through  creation 
of  a  risk  management  system,  whose  elements  include  membership  requirements,  daily 
marking-to-market  of  contract  values  and  some  form  of  margin  requirements  and  loss  sharing 
arrangements  among  members. 

In  contrast,  market  participants  in  the  OTC  market  select  their  counterpany 
bilaterally  based  on  credit-worthiness  and  other  factors  in  addition  to  price.   If  necessary,  the 
parties  to  a  derivatives  contract  in  the  OTC  market  make  their  own  arrangements  for  assuring 
the  contract's  performance.   These  arrangements  are  especially  important  because  the  bilateral 
nature  of  OTC  derivative  transactions,  along  with  their  generally  longer  performance  period 
(owing  to  the  absence  of  the  standardized  margin  requirements  and  daily  settlements)  can  lead 
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to  significant  counterparty  credit  exposure.    Such  arrangements  can  include  use  of  legally 
enforceable  netting  agreements  and  to  some  extent  the  use  of  collateral.   The  most  common 
OTC  derivative  instruments  are: 

•  Foreign  Exchange  Contracts;    Forward  Contracts,  Options,  and  Currency 
Swaps. 

•  Interest  Rate  Contracts:   Forward  Rate  Agreements  (FRAs),  Interest 
Rate  Swaps,  and  Interest  Rate  Caps/Floors/Collars. 

•  Commodity  Contracts:    Precious  Metals  and  Oil  Swaps. 

•  Equity  Contracts:   Equity-indexed  Options  and  Swaps. 

The  primary  supervisory  consideration  in  evaluating  derivatives  related  to  OTC 
and  exchange  markets  is  the  relatively  greater  potential  credit  risk  related  to  OTC  derivative 
contracts.    During  the  examination  process,  OTC  derivatives  transactions  generally  receive 
greater  scrutiny  than  exchange  traded  contracts.    An  institution's  overall  credit  analysis 
process  is  evaluated  including  policies  with  regard  to  collateral,  exposure  limits  to  individual 
borrowers  and  on  concentrations  of  credit  risk.   Because  OTC  derivatives  transactions  are 
tailored  to  meet  the  specific  requirements  of  an  end-user,  these  transactions  tend  to  be  less 
uniform  and  more  complex  than  exchange  traded  instruments.   Consequently,  an  institutions 
ability  to  manage  the  market,  operational,  legal  and  liquidity  risks  arising  from  OTC 
transactions  also  receives  added  attention. 
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QUESTION  B)3) 


To  what  extent  does  your  agency  coordinate/cooperate  with  exchange  officials  associated 
with  bank  holding  company  exchange  related  activities? 

Federal  Reserve  staff  maintain  regular  contacts,  both  formal  and  informal,  with 
officials  of  exchanges  and  clearing  organizations  that  have  bank  holding  company  subsidiaries 
or  affiliates  as  part  of  their  membership.    Issues  of  mutual  concern  regarding  market 
regulation  and  surveillance  are  raised  and  discussed  during  these  contacts. 

More  generally,  the  Federal  Reserve  has  contact  with  exchange  officials  on 
various  other  matters.   For  example,  because  of  the  Federal  Reserve's  margin  rules,  derivative 
products  that  have  securities  components  must  be  analyzed  for  appropriate  placement  in  the 
framework  of  the  margin  regulations.   Consequently,  exchanges  regulated  by  the  CFTC  or  the 
SEC  often  ask  for  Board  staff  comments  on  pending  issues.   In  addition,  some  of  the  Federal 
Reserve  contacts  with  exchange  officials  take  place  in  formal  and  informal  coordination 
groups  to  discuss  topics  of  mutual  interest  relating  to  the  soundness  and  stability  of  markets. 
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QUESTION  B)4) 

To  what  extent  does  your  agency  coordinate/cooperate  with  the  Commodities  Futures 
Trading  Commission  (CFTC)  and  the  Securities  Exchange  Commission  (SEC)  related  to 
bank  holding  company  derivative  activities? 

Federal  Reserve  staff  and  the  staff  of  both  the  CFTC  and  SEC  maintain  regular 
and  informal  contact  about  market  and  supervisory  issues  of  common  concem  including 
issues  that  affect  bank  holding  company  derivative  activities.    For  example,  research  in 
connection  with  bank  holding  company  applications  to  engage  in  derivative  activities  on 
specific  commodity  exchanges  and  specific  products  requires  coordination  between  these 
agencies. 

Examples  of  coordination  with  the  SEC  include  the  Federal  Reserve's  use  of  SEC 
FOCUS  reports  in  monitoring  Section  20  subsidiaries  of  bank  holding  companies,  and  the 
Federal  Reserve's  use  of  SEC  "haircuts"  in  computing  required  capital.   These  coordinating 
efforts  eliminate  the  need  for  separate  reports  and  different  bases  for  computations. 

An  example  of  coordination  with  the  CFTC  includes  assistance  in  its  study 
regarding  the  OTC  derivatives  market.    More  general  examples  of  coordinating  efforts  with 
the  CFTC,  though  not  involving  bank  holding  company  derivative  activities,   involve 
amendments  to  certain  securities  margin  requirements  for  clearing  agencies  regulated  by  the 
CFTC.   The  Federal  Reserve,  CFTC  and  SEC  have  also  worked  cooperatively  on  cross- 
margining  issues. 

The  staff  of  the  Treasury,  SEC,  CFTC  and  Federal  Reserve  meet  informally 
before  each  quarterly  expiration  of  futures  contracts  to  assess  the  potential  for  disorder  in  the 
market  and  to  coordinate  any  response.   As  part  of  this  surveillance  effort,  market  participants 
that  have  large  positions  are  reviewed,  including  baiJcing  institutions.    In  addition,  the 
interagency  working  group  for  Treasury  market  surveillance,  composed  of  the  Federal  Reserve 
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Bank  of  New  York,  the  Board  of  Governors,  the  Treasury,  the  SEC,  and  the  CFTC.  also 
conducts  regular  biweekly  telephone  conference  calls,  and  when  necessary  daily  calls,  and 
meets  quarterly.   This  group  discusses  derivatives  activity  in  so  far  as  it  affects  the  Treasury 
market.   Also,  Federal  Reserve  staff  receives  summary  information  on  banks'  activities  in  the 
futures  markets  and  discusses  futures  markets  developments  with  CFTC  staff  as  conditions 
warrant. 
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QUESTION  B)5)  ^  i  ■<    ■ 

Please  identify  exchange-related  clearing  organizations,  their  function  and  bank  holding 
company  membership  in  clearing  organizations.   Who  performs  the  exchange  or  clearing 
organization  function  in  the  OTC  market? 

Currently,  in  the  United  States  there  are  1 1  exchanges  that  trade  futures  contracts 
served  by  9  clearing  organizations  as  well  as  5  exchanges  (and  the  NASD)  that  trade  options 
contracts  served  by  one  clearing  organization.   These  clearing  organizations  include  the  Board 
of  Trade  Clearing  Corporation;  the  clearing  divisions  of  the  Chicago  Mercantile  Exchange,  the 
New  York  Mercantile  Exchange,  and  the  Minneapolis  Grain  Exchange;  the  Comex  Clearing 
Association;  the  Commodity  Clearing  Corporation;  the  CSC  Clearing  Corporation;  the 
Intermarket  Clearing  Corporation;  the  Kansas  City  Board  of  Trade  Clearing  Corporation;  and 
the  Options  Clearing  Corporation. 

Generally,  clearing  organizations  match  trade  data,  report  the  matched  trades  to 
participants,  and  guarantee  the  performance  of  contract  obligations.   Not  all  clearing 
organizations  provide  all  of  these  services.   For  example,  some  clearing  organizations  may 
receive  pre-matched  trade  data  from  exchanges. 

To  guarantee  trades,  clearing  organizations  typically  become  the  central 
counterparty  to  all  trades  by  interposing  themselves  between  the  original  trading 
counterparties.   That  is,  they  become  the  buyer  to  every  seller  and  the  seller  to  every  buyer. 
By  interposing  themselves  as  a  party  to  every  trade,  clearing  organizations  assume  the  risk 
that  one  of  the  parties  to  a  trade  may  not  perform  on  the  trade  obligation.   Clearing 
organizations  typically  seek  to  manage  this  risk  and  ensure  their  fmancial  integrity  through 
creation  of  a  risk  management  system.   Such  systems  generally  include  membership 
standards,  margin  systems,  collateral  and  capital  requirements,  and  loss  sharing  arrangements. 
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Different  clearing  organizations  use  different  combinations  of  techniques  for  managing  risk  or 
allocating  losses  among  members. 

In  general,  transactions  in  the  OTC  derivatives  markets  are  negotiated,  reconciled, 
and  settled  on  a  bilateral  basis  between  the  relevant  counterparties.   As  no  third  party  clearing 
corporation  is  interposed,  the  original  trading  counterparties  remain  responsible  for  all 
clearing  and  settlement  functions  and  risks.   To  manage  this  risk,  market  participants  typically 
establish  limits  by  counterparty.    For  example,  banking  organizations  generally  incorporate 
settlement  risk  limits  into  counterparty  credit  lines  in  major  markets  such  as  the  foreign 
exchange  markets. 

U.S.  clearing  organizations,  for  exchange-listed  futures  and  option  contracts  have 
provided  the  following  information  on  members  that  are  domestic  banks,  foreign  banks,  or 
subsidiaries  or  affiliates  of  these  banks: 

Board  of  Trade  Clearing  Corporation 

BA  Futures,  Inc. 
BT  Futures  Corporation 
CB  Clearing,  Inc. 
CM&M  Futures,  Inc. 
CS  First  Boston  Corporation 
Chase  Manhattan  Futures  Corp. 
Chemical  Futures  &  Options 
Citicorp  Futures  Corporation 
Credit  Agricole  Futures,  Inc. 
Credit  Lyonnais  Rouse  (USA)  Ltd. 
FIMAT  Futures  USA,  Inc. 
First  Chicago  Futures,  Inc. 
Fuji  Securities,  Inc. 
Greenwich  Capital  Markets 
Harris  Futures  Corporation 
Indosuez  Carr  Futures,  Inc. 
J. P.  Morgan  Futures,  Inc. 
Aubrey  G.  Lanston  &  Co.,  Inc. 
Mitsubishi  Financial  Futures,  Inc. 
Nationsbank-CRT  Services,  Inc. 
Natwest  Futures,  Inc. 
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Northern  Futures  Corporation 
Paine  Webber  Incorporated 
SBCI  Futures,  Inc. 
Sakura  Dellsher.  Inc. 
Sanwa-BGK  Futures,  Inc. 

Chicago  Mercantile  Exchange 

Aubrey  Lanston 

BA  Futures 

Barclays  De  Zoete  Wedd  U.S.  Holdings,  Inc. 

Bank  of  Tokyo,  LTD 

BT  Futures 

Commerzbank,  AG 

The  Chase  Manhattan  Corporation 

Chemical  Banking  Corporation 

Citicorp  Banking  Corporation 

CM&M  Group,  Inc. 

Credit  Agricole 

Credit  Lyonnais 

Dai-lchi  Kangyo  Bank,  Limited 

FIMAT  International 

CS  First  Boston  USA,  Inc. 

The  First  National  Bank  of  Chicago 

Fuji  Capital  Holdings  Inc. 

Greenwich  Capital  Holdings,  Inc. 

Harris  Futures  Inc. 

Indosuez  Carr 

J. P.  Morgan  &  Company,  Incorporated 

The  Mitsubishi  Bank,  LTD. 

Mitsui  T&B  Futures,  Inc. 

Nationsbank  Corporation 

National  Westminster  Bank  PLC 

Northern  Trust  Corporation 

Republic  New  York  Corporation 

Sakura  Dellsher 

Sanwa-BGK  Securities  Co.,  L.P. 

Swiss  Bank  Corporation 

Comex  Clearing  Association.  Inc. 

Nationsbanc-CRT  Services.  Inc. 
Credit  Lyonnais  Rouse  (USA),  Ltd. 
Mase  Westpac,  Inc. 
Standard  Chartered  Bank 
J.P.  Morgan  Futures,  Inc. 
Quantum  Financial  Services,  Inc. 
Republic  Clearing  Corporation 
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Commodity  Clearing  Corp. 

Nationsbank/CRT  Investment  Services 


Kansas  City  Board  of  Trade  Clearing  Corp. 

Quantum  Financial  Service 


New  York  Mercantile  Exchange 

Chase  Futures  Corp. 

Citicorp  Commodities  Corp. 

J. P.  Morgan  Futures  Inc. 

Nationsbank-CRT  Services  Inc. 

Paribas  Futures  Inc. 

Sumitomo  Corporation  Futures,  Inc. 

Quantum  Financial  Services  Inc. 


Options  Clearing  Corporation 

NB  Clearing  Corp. 

Chemical  Futures  &  Options 

BT  Securities  Corp. 

Newbridge  Securities 

Nationsbanc-CRT  Services,  Inc. 

Wachovia  Securities 

Bums  Fry  Limited 

First  Chicago  Futures 

Brown  &  Company  Securities  Inc. 

Swiss  American  Securities  Inc. 

Commerzbank  Capital  Markets  Corp. 

Execution  Services 

Scotiamcleod  Inc. 

Quantum  Securities 

First  Boston  Corp. 

Indosuez  Carr  Futures 

UBS  Securities 

Green  Line  Investor  Services 

SBC  Derivatives 

SBCI  Swiss  Bank  Corp. 

Societe  Generaie  Options 

Mitsui  T&B  Futures  Inc. 

Societe  Generaie  Securities  Corp. 

Weis  Peck  &  Greer 

C.J.  Lawrence,  Inc. 

Mabon  Securities  Corp. 
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Levesque  Beaubien 

Gordon  Capital 

Wood  Gundy  Corp. 

Nesbitt  Thomson 

RBC  Dominion  Securities 

O'Connor  &  Associates 

Northbrook  Securities  Limited 

Intermarket  Clearing  Corporation 

NationsBank  CRT  Services,  Inc. 
Societe  Generate  Options 
Mitsui  T&B 
O'Connor  &  Associates 

CSC  Clearing  Corporation 

Citicorp  Commodities 
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QUESTION  B)6) 

How  do  the  parties  to  a  derivatives  contract  ensure  contract  performance  in  the  OTC 
market? 

As  with  other  bilateral,  credit- based  financial  contracts  such  as  a  traditional 
commercial    loan,  the  best  method  of  ensuring  performance  of  an  OTC  derivatives  contract  is 
careful  evaluation  of  the  counterparty's  credit-worthiness  prior  to  contract  commitment. 
Additionally,  collateral  arrangements  and  other  types  of  credit  enhancements  typically  used  in 
connection  with  lending  transactions  are  sometimes  used  with  OTC  derivatives  contracts  as 
well. 

In  the  event  of  a  default  on  an  individual  OTC  derivative  contract,  enforcement 
of  such  a  contract  generally  would  not  differ  significantly  from  the  enforcement  of  other 
financial  contracts  that  result  in  exposure  to  a  defaulting  counterparty,  such  as  loan  contracts. 
Under  most  standard  documentation  for  OTC  derivatives  contracts,  the  non-defaulting 
counterparty  would  be  able  to  "close-out"  the  contract  with  the  defaulting  counterparty  and  to 
demand  payment  equal  to  the  positive  replacement  value  of  the  contract.   The  "close-out" 
provisions  typically  used  in  many  standardized  OTC  derivatives  documentation  is  similar  to 
the  default  acceleration  clauses  contained  in  many  commercial  loan  agreements.    Under  such 
clauses,  all  future  expected  payments  are  accelerated  and  reduced  to  a  single  sum  owed. 

Where  a  number  of  OTC  derivatives  contracts  have  been  undertaken  with  a 
counterparty,  such  contracts  usually  are  covered  under  a  single  master  agreement  providing 
for  netting  of  payments  due  and  owed  under  the  individual  transactions  covered.   Under  a 
master  agreement,  contracts  with  a  positive  replacement  value  would  be  offset  against  those 
with  a  negative  replacement  value,  often  significantly  reducing  overall  exposure  to  the 
defaulting  counterparty. 
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QUESTION   C)l) 

How  many  derivatives  products  (quantity  and  notional  value)  do  dealer  bank  holding 
companies  sell  to  their  existing  discretionary  trust  customers?  Nondiscretionary  trust 
customers?    What  is  the  income  from  those  transactions? 

As  discussed  in  greater  detail  in  response  to  Question  C)2),  the  circumstances 
under  which  it  is  considered  permissible  for  a  bank  or  its  affiliate  to  receive  any  fees  for 
purchasing  a  derivative  on  behalf  of  a  trust  customer  or  to  engage  directly  in  an  OTC 
derivative  transactions  with  a  trust  customer  are  very  limited.    Under  appropriate 
circumstances,  it  is  permissible  for  a  fiduciary ^'o  purchase  a  derivative  on  behalf  of  a  trust 
customer  from  an  unaffiliated  entity,  or  to  arrange  for  a  trust  customer  to  engage  in  a 
derivative  transaction  with  an  unaffiliated  entity.   This  latter  activity  has  been  very  limited, 
and  generally  takes  place  in  connection  with  the  accounts  of  more  sophisticated  institutional 
trust  fiduciary  customers  that  have  both  a  need  for  and  understanding  of  derivative  product 
investment  strategies. 

Compliance  with  trust  law  is  an  area  that  is  addressed  in  the  on-site  examination 
of  the  trust  activities  of  a  bank  or  bank  holding  company.   The  Federal  Reserve  does  not, 
however,  maintain  statistical  information  concerning  such  transactions. 


18 


373 


QUESTION  C)2) 

Are  there  any  rules  governing  the  sale  uf  derivative  products  tu  a  bank's  discretionary 
or  nondiscretionary  trust  customers? 

Various  Federal  and  state  laws  and  regulations  hold  trustees  and  other  fiduciaries 
accountable  for  the  quality  and  selection  of  assets  purchased  for  their  fiduciary  customers' 
accounts.    The  governing  instrument,  which  establishes  each  account  relationship,  is  the  focal 
point  in  stipulating  the  investment  responsibilities  and  duties  of  the  administering  fiduciary  to 
the  various  parties  involved.   While  these  instruments  are  contracts  between  the  fiduciary  and 
the  grantor,  in  many  instances  they  are  subject  to  and  can  be  enforced  under  a  variety  of 
federal  and  local  laws.   The  common  law  of  trusts,  state  fiduciary  laws,  and  federal  laws  such 
as  ERISA  and  the  Internal  Revenue  Code  are  often  called  upon  to  augment  or  guide  the  terms 
of  the  instrument  governing  a  trust  or  fiduciary  account. 

Regulatory  agencies  such  as  the  SEC  and  the  federal  banking  agencies  also  have 
rules,  regulations,  or  interpretations  that  are  applicable  to  fiduciary  purchases  of  derivative 
products.   The  Federal  Reserve  has  issued  two  supervisory  letters  addressing  the  use  of 
derivatives  products  in  connection  with  fiduciary  accounts,  SR  83-02  and  83-39.   These  letters 
provide  guidance  in  evaluating  investment  strategies  involving  derivatives  products  to  ensure 
that  such  strategies  meet  the  standards  of  prudence  required  of  fiduciaries  exercising 
discretionary  investment  authority. 

Additionally,  there  are  potential  conflicts  of  interest  where  a  fiduciary  purchases 
derivatives  products  for  a  trust  customer  from  its  bank  or  an  affiliate  of  its  bank,  or  where  the 
bank  or  its  affiliate  engages  in  a  derivatives  product  transaction  with  a  trust  customer.   These 
conflicts  arise  whenever  the  fiduciary  is  able  to  exercise  sufficient  discretion  to  enable  it  to 
benefit,  either  directly  or  indirectly,  fi'om  the  transaction,  either  by  exercising  investment 
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discretion  or  by  exercising  discretion  to  choose  the  party  to  execute  or  the  party  to  enter  into 
a  transaction  directed  by  the  customer. 

An  interpretive  letter  published  by  the  Federal  Reserve  (Federal  Reserve 
Regulatory  Service  ^3-477.1 1)  discusses  the  position  of  the  Federal  Reserve  on  such  conllicts 
with  respect  to  the  use  of  the  services  of  an  affiliated  broker/dealer  for  fiduciary  accounts. 
The  letter  states  that  other  than  the  normal  fee  connected  with  the  administration  of  a 
fiduciary  account,  the  receipt  of  fees  for  transactions  on  behalf  of  accounts  where  the 
fiduciary  exercises  discretion  (either  investment  discretion  or  discretion  to  choose  the  broker 
through  which  a  transaction  is  executed)  is  generally  considered  to  be  impermissible  self- 
dealing,  unless  it  is  authorized  by  local  law,  the  account  agreement,  or  through  the  consent  of 
the  appropriate  account  parties.   The  letter  further  indicates,  however,  that  such  additional 
fees  should  not  be  accepted  in  connection  with  a  fiduciary  account  unless  specific 
authorization  is  obtained  from  the  trust  customer.   Even  where  such  authorizations  have  been 
obtained,  the  letter  cautions  that  the  bank  must  have  additional  safeguards  in  place  to  prevent 
potential  abuses. 

The  standards  discussed  in  the  letter  are  equally  applicable  to  OTC  derivatives 
transactions  where  the  bank  or  its  affiliate  would  receive  a  benefit  by  engaging  in  such  a 
transaction.    Such  transactions  would  be  considered  permissible  only  in  those  very  limited 
instances  where  specific  approvals  have  been  obtained  or  where  the  fiduciary  has  no 
discretion  of  any  kind  with  respect  to  the  choice  of  transactions  or  counterparty  and  is 
directed  by  the  trust  customer  to  engage  in  a  transaction  with  the  bank  or  a  bank  affiliate  as 
counterparty. 
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QUESTION  C)3) 

In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to  sell  derivatives  products  to  its 
discretionary  or  nondiscretionary  trust  customers? 


As  discussed  in  detail  in  response  to  Question  C)2),  there  is  a  potential  conflict 
of  interest  for  a  bank  acting  as  a  fiduciary  to  purchase  derivatives  products  from  the  bank  or 
its  affiliate  on  behalf  of  or  with  a  trust  account  in  instances  where  the  fiduciary  exercises 
either  investment  discretion  or  discretion  to  choose  the  pany  to  execute  or  the  pany  to  enter 
into  a  transaction  directed  by  the  trust  customer. 

As  a  general  matter,  conflicts  of  interest  are  an  important  focus  of  the  trust 
examination  process.   During  an  examination,  potential  conflicts  of  interest  are  thoroughly 
reviewed  and  conflicts  evaluated  as  one  of  the  components  of  the  trust  rating  of  an  institution. 
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QUESTION  D)l) 

To  what  extent  do  foreign  banks  act  as  a  dealer  in  derivatives  products  in  the  U.S.? 

QUESTION  D)2) 

Do  agencies  and  branches  of  foreign  banks  act  as  dealers  of  derivative  products? 

Major  foreign  banks  are  important  participants  in  the  derivatives  markets  in         '' 
virtually  all  of  the  world's  trading  centers.   These  products  are  used  to  service  global 
corporate  customers  as  well  as  to  hedge  balance  sheet  exposures  and  enhance  profitability. 
Foreign  banks  engage  in  a  wide  variety  of  derivatives  activities  on  a  global  basis,  with  a 
certain  amount  of  this  business  being  conducted  in  the  U.S.  markets.      Transactions  by  major 
foreign  banks  with  U.S  customers  may  take  place  through  an  office  in  their  home  country,  or 
through  their  U.S.  domiciled  subsidiaries,  branches  or  agencies,  depending  on  whether  such 
activities  are  consistent  with  the  entity's  charter. 

Data  regarding  the  extent  to  which  foreign  banks  act  as  dealers  in  the  U.S. 
through  their  home  offices  are  not  available.    Data  are  available  on  the  notional  amount  of 
derivative  products  booked  at  U.S.  subsidiaries  of  foreign  banks  and  by  state  and  Federal 
branches  and  agencies  of  foreign  banks.    As  indicated  in  the  October  26  response,  a  "dealer" 
may  be  defined  as  an  institution  that  takes  on  principal  risk  and  actively  provides  market 
liquidity  through  price  quotes  both  to  customers  and  other  dealers.    Although  there  is  no 
official  designation  of  a  "derivatives  dealer,"   companies  with  the  largest  notional  amount  of 
derivatives  might  be  viewed  as  derivatives  dealers. 

Of  the  25  U.S.  holding  companies  that  reported  the  largest  amount  of  derivatives 
contracts,  the  top  ten  to  fifteen  bank  holding  companies  could  be  viewed  as  the  principal 
dealers  among  U.S.  banking  institutions  (see  Table  D.l).   Of  those  top  10  to  15  holding 
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companies,  none  are  foreign  owned^.     Of  these  top  25  companies,  only  Bankmont,  Natwest 
and  Marine  Midland  (ranked  number  16,  17,  and  20  respectively)  are  U.S.  subsidiaries  of 
foreign  entities. 

Branches  and  agencies  are  one  of  the  vehicles  used  by  foreign  banking 
institutions  to  conduct  derivatives  business  within  the  United  States.    Branches  and  agencies 
deal  in  a  variety  of  derivative  products  and  often  act  as  market-makers,  especially  in  products 
tied  to  their  home  country  currency  or  in  other  products  in  which  the  foreign  bank  conducts  a 
global  business.    As  depicted  in  the  attached  Table  D.2,  the  25  branches  or  agencies  with  the 
largest  derivatives  holdings  held  notional  derivative  amounts  ranging  between  $25  and  $196 
billion.   These  holdings  are  comparable  to  the  holdings  of  the  bank  holding  companies  ranked 
in  the  top  8  to  1 7  as  depicted  in  Table  D.  1 .    Many  of  these  branches  and  agencies  could  be 
considered  principal  derivatives  dealers  but  have  significantly  snnaller  holdings  booked  at  the 
U.S.  branches  and  agencies  than  the  top  5  bank  holding  company  dealers. 


^his  list  provides  consolidated  holding  company  figures  and  therefore  does  not  contain 
Mitsui  Trust  Bank  U.S.A.,  which  is  a  state,  non-member  bank  that  is  not  affiliated  with  a  U.S. 
bank  holding  company.    Mitsui  is  a  U.S.  subsidiary  of  a  Japanese  bank  and  reported  a  total 
notional  value  of  derivatives  of  $52  billion  as  of  June  30,  1993,  which  would  place  it  in  the 
top  1 3  of  these  organizations. 
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QUESTION  D)3) 

How  important  are  foreign  banks  to  the  derivative  products  market  in  the  U.S.? 

As  indicated  in  the  responses  to  Questions  D)l)  and  D)2),  the  derivative  business 
is  global  in  scope.   The  same  products  are  traded  in  markets  around  the  world,  and  with 
today's  technology,  U.S.  based  users  and  providers  of  derivatives  products  can  access  or 
deliver  those  products  in  a  number  of  geographic  locations.    For  this  reason  it  is  difficult  to 
differentiate  a  "U.S.  market"  for  derivatives.    In  this  global  market,  as  has  been  stated  above, 
a  number  of  foreign  banks  are  major  participants  in  derivatives  activities,  both  as  market 
makers  and  users.    Because  of  the  importance  of  the  U.S.  dollar,  the  openness  of  U.S. 
financial  markets,  and  other  reasons.  New  York  City  has  become  a  major  center  from  which 
most  participants  including  foreign  banks  have  chosen  to  conduct  a  portion  of  their  global 
business.    In  this  sense,  foreign  banks  can  be  considered  to  be  very  important  to  derivatives 
activities  that  take  place  within  the  United  States. 
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QUESTION  D)4) 

Is  there  adequate  coordination  with  foreign  bank  regulators  in  the  derivatives  area? 

Derivatives  activities  are  an  integral  part  of  the  business  of  multinational  banks. 
As  with  all  areas  of  international  banking,  coordination  and  cooperation  among  the  bank 
supervisors  from  the  major  countries  is  considered  to  be  an  important  element  in  effective 
supervision.   Cooperative  efforts  in  the  supervision  of  derivatives  have  a  number  of  different 
aspects.    Actions  have  been  taken  internationally  by  bank  supervisors  to  address  the  risk 
posed  by  derivatives  activities  in  assessing  the  capital  adequacy  of  banks.   The  Basle 
Committee  on  Banking  Supervision  harmonized  the  capital  treatment  of  the  credit  risk 
component  of  derivatives  activities  in  the  risk-based  capital  standards  which  were  issued  in 
1988  and  became  fully  implemented  at  year  end  1992.    In  addition,  the  Basle  Committee  has 
developed  and  circulated  for  comment  proposals  concerning  the  appropriate  treatment  of 
interest  rate  and  other  market  risks. 

The  Basle  Committee  has  also  placed  emphasis  on  making  certain  that  banks  that 
operate  internationally  are  subject  to  consolidated  supervision,  and  on  assuring  cooperation 
and  contact  between  home  and  host  country  supervisors.    In  June  1992,  the  Basle  Committee 
issued  minimum  standards  that  should  serve  as  a  guide  to  supervisors  in  these  efforts. 
Consolidated  supervision  is  especially  important  in  the  area  of  derivatives  given  the  global 
nature  of  the  business  and  the  relative  ease  with  which  business  can  be  moved  from  one 
geographic  location  to  another.   The  necessity  of  consolidated  supervision  and  close  and 
continuous  cooperation  and  consultation  among  home  and  host  country  supervisors  in  the  area 
of  derivatives  is  well  recognized  by  the  members  of  the  Basle  Committee,  and  supervisors 
from  other  countries  whose  banks  are  significantiy  involved  in  these  activities. 
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E.   TRADING  ACCOUNTS  AND  CHINESE  WALLS 
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QUESTION  E)l) 

For  the  top  ten  bank  holding  company  derivatives  dealers  for  the  past  Tive  years,  please 
provide  trading  assets  and  trading  income. 

Table  E.  1  presents  trading  account  assets  and  trading  income  for  the  10  banlc 

holding  companies  with  the  largest  outstanding  notional  balances  of  derivatives  contracts.    In 

aggregate,  trading  account  assets  for  these  companies  increased  steadily  from  19S9  through 

the  second  quarter  of  1993.    The  top  panel  of  table  E.l  shows  that  trading  account  assets 

increased  from  $39  billion  to  $119  billion  over  that  time  period.    As  shown  in  the  bottom 

panel  of  the  table,  aggregate  annual  trading  account  income  for  these  companies  increased 

steadily  from  $7  billion  in  1989  to  $12.2  billion  in  1992.   During  the  first  half  of  1993,  these 

companies  recorded  over  $8  billion  in  trading  income. 
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Trading  Assets 


Table  E.  1 

Trading  Account  Assets  and  Income 

10  Largest  Bank  Holding  Company  Derivative  Dealers 

($  in  Millions) 


ism 


imi 


1991 


1992 


93Q2 


Bankers  Trust  12.202  17.732  23.580 

J.P.Morgan  10.760  15,653  19.219 

Citicorp  9.018  7.518  12.064 

Chemical  519  855  7.065  (1) 

BankAmerica  578  843  2,809 

Chase  3,440  2,169  2.860 

First  Chicago  641  1,326  1.945 

Continental  1,446  1.402  1.551 

Bank  of  New  York  91  219  485 

Republic  Bank  __J2L         ^1.  269 

Total  $39,019  $47,815  $71,847 


29.908 

26.178 

17.085 

4.496 

3.474 

4.805 

3.312 

997 

736 

702 


39.972 

34.376 

19.097 

8,332 

5,783 

4,877 

3,427 

1,457 

1.326 

733 


$91,693        $119,380 


Trading  Income 


I2S2 


ISSQ 


1921 


1522 


1H93 


Bankers  Trust  1.435  2.513  2.654  2.578  1.774 

J.P.Morgan  1.610  2,285  2.864  2.689  1,916 

Citicorp  2.152  2,445  2.443  3,329  2.218 

Chemical  326  436  1.293  (1)  1,272  747 

BankAmerica  307  418  592  750  494 

Chase  542  494  498  732  436 

First  Chicago  293  382  350  436  252 

Continental  203  204  97  65  58 

Bank  of  New  York  103  90  129  170  64 

Republic  Bank                  72_          97_          UO^          138  ^^^J£ 

Total  $7,042  $9,363  $11,029  $12,159  $8,054 


*  Trading  account  income:  the  sum  of  1)  interest  income  from  assets  held  in  trading 
accounts,  2)  trading  gains  (losses)  and  fees  from  foreign  exchange  transactions 
or  other  gains  (losses)  from  foreign  transactions,  and  3)  gains  (losses)  on  assets  held 
in  trading  accounts 

( 1 )  Reflects  merger  of  Manufacturers  Hanover  and  Chemical 

Source:  Consolidated  Financial  Statements  for  Bank  Holding  Companies,  FR  Y-9C 
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QUESTION  E)2) 

Fur  those  same  bank  holding  companies  over  the  same  period  of  time,  what  percentage 
of  assets  are  trading  assets  and  what  percentage  of  total  income  is  derived  from  trading? 


Table  E.2  presents  the  ratio  of  trading  account  assets  to  total  assets  and  the  ratio 
of  trading  account  income  to  total  income  for  the  10  bank  holding  companies  with  the  largest 
outstanding  notional  amounts  of  derivatives.    In  aggregate,  the  trading  account  assets  as  a 
percent  of  total  assets  for  these  companies  increased  from  5  percent  to  12  percent  between 
year  end  1989  and  mid-year  1993.   The  percentage  of  total  income  generated  from  trading 
activities  increased  from  about  7  percent  for  1989  to  16  percent  for  the  first  half  of  1993. 
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Table  E.2 


Trading  Account  Share  of  Assets  and  Income 

10  Largest  Bank  Holding  Company  Derivative  Dealers 


Trading  Assets 

(7rnf Total  Assets) 

1589 

1990 

1991 

1992 

93Q2 

Bankers  Trust 

21.92 

27.88 

36.87 

41.28 

47.59 

J. P.  Morgan 

12.09 

16.81 

18.57 

25.43 

25.94 

Citicorp 

3.91 

3.46 

5.56 

7.99 

8.83 

Chemical 

0.73 

1.17 

5.09  (1) 

3.22 

5.73 

BankAmerica 

0.59 

0.76 

2.43 

1.92 

3.12 

Chase 

3.20 

2.21 

2.91 

5.01 

4.92 

First  Chicago 

1.34 

2.61 

3.97 

6.72 

6.86 

Continental 

4.89 

5.17 

6.46 

4.44 

6.52 

Bank  of  New  York 

0.19 

0.48 

1.23 

1.79 

3.23 

Republic  Bank 

1.27 

0.33 

0.86 

1.89 

2.02 

Average 

4.85% 

5.91% 

8.16% 

9.60% 

1 1 .79% 

Trading  Income  * 

f%ofTotalIncome1 

1989 

1990 

1991 

1992 

1H93 

Bankers  Trust 

19.85 

31.79 

39.04 

39.31 

49.37 

J, P.  Morgan 

15.58 

21.83 

27.76 

27.32 

34.00 

Citicorp 

5.69 

6.38 

7.75 

10.37 

14.06 

Chemical 

3.99 

5.48 

9.22  (1) 

10.49 

12.15 

BankAmerica 

2.62 

3.32 

4.77 

4.85 

6.15 

Chase 

3.91 

3.61 

4.22 

6.61 

7.87 

First  Chicago 

5.16 

6.65 

7.23 

10.44 

11.97 

Continental 

6.16 

6.59 

4.24 

3.80 

7.19 

Bank  of  New  York 

1.87 

1.70 

3.10 

4.80 

3.67 

Republic  Bank 

2.75 

3.51 

4.35 

5.93 

8.42 

Average  6.63%  8.69%  10.96%  12.29%  15.95% 

*   Total  Income:  the  sum  of  1)  interest  income  and  2)  noninterest  income 

( 1 )  Reflects  merger  of  Manufacturers  Hanover  and  Chemical 

Source:  Consolidated  Financial  Statements  for  Bank  Holding  Companies,  FR  Y-9C 
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QUESTION  E)3) 

To  what  extent  are  there  legal  and  physical  barriers  erected  between  bank  holding 
company  proprietary  trading  activities  and  a  bank's  customer-related  derivatives 
activities? 

In  the  OTC  derivatives  market  it  generally  is  not  practicable  or  desirable  to 
separate  a  bank  or  bank  holding  company's  activities  for  its  own  account  and  those  for  the 
account  of  its  customers,  as  the  bank  or  bank  holding  company  generally  will  act  as  principal 
in  most  OTC  derivatives  transactions.    Although  a  bank  may  sometimes  act  solely  as  a  broker 
between  two  counterparties,  it  is  generally  difficult  to  locate  and  match  end-users  with 
identically  offsetting  requirements  on  a  timely  basis.    Additionally,  corporate  and  other  end- 
users  often  prefer  to  enter  into  a  contract  directly  with  the  bank  rather  than  with  another  end- 
user,  as  the  bank  is  in  a  better  position  than  the  end-user  to  judge  the  credit-worthiness  of 
counterparties. 
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QUESTION  E)4) 

In  trading  for  their  own  proprietary  accounts,  to  what  extent  do  dealer  bank  holding 
companies  use  information  gleaned  from  customer-related  derivatives  activities? 

As  discussed  in  response  to  Question  E)3)  a  bank  or  bank  holding  company 

generally  acts  as  principal  in  OTC  derivatives  transactions  with  its  customers.    While  the 

usefulness  of  information  on  any  particular  transaction  with  a  customer  is  quite  limited,  a 

bank  uses  all  available  information,  including  at  times  customer  order  flows,  in  order  to 

determine  the  need  to  seek  transactions  that  will  offset  positions  created  by  transactions  with 

customers  or  otherwise  adjust  its  positions. 
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F.  TAXES 
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QUESTION  F)l) 

Please  cumment  on  the  feasibility  and  implications  of  levying  a  tax  on  speculation- 
related  derivative  transactions. 

As  pointed  out  in  the  October  26  response  to  Question  D)l),  the  term 
"speculation"  is  sometimes  used  in  a  pejorative  sense  to  describe  the  taking  of  a  large  and 
extremely  risky  position  in  a  market.    Banking  organizations  are  generally  precluded  from 
taking  such  positions.    More  appropriately,  speculation  may  be  used  to  refer  to  the  activities 
of  any  participant  in  a  market  who  is  willing  to  take  a  view  on  the  direction  the  market  is 
heading  and  establishes  an  open  position  to  profit  from  market  movements  in  a  particular 
direction,  rather  than  seeking  to  fully  offset  an  exposure  in  the  same  or  another  market. 
These  participants  are  active  in  most  financial  markets  and  are  an  important  source  of 
liquidity  to  other  market  participants  to  facilitate,  for  example,  hedging  needs. 

Though  speculation  may  be  defined  in  general  terms,  as  a  practical  matter  it  is 
not  feasible  to  distinguish  between  derivative  transactions  that  are  "speculative"  from  those 
that  are  not.   Taxes  are  already  levied  on  the  income  recognized  from  derivatives  activities. 
If  a  separate,  additional  tax  were  levied  on  transactions  deemed  to  be  speculative,  a  clear  and 
unambiguous  definition  of  these  taxable  transactions  would  be  required.    Even  if  such  a 
definition  could  be  established,  the  taxation  of  trades  deemed  to  be  speculative  would  raise 
the  cost  to  all  participants  of  hedging  trades  since  speculators  may  often  be  the  counterparty 
to  those  entering  into  transactions  for  hedging  purposes. 

Aside  from  the  issues  surrounding  the  definition  of  a  "speculative  trade,"  a 
securities  and  derivative  instruments  transaction  tax  would  be  difficult  to  implement  and  to 
administer.   The  difficulty  arises  because  the  tax  must  apply  to  all  transactions  to  limit 
avoidance,  but  to  prevent  market  distortions,  preferential  treatment  must  be  given  to  certain 
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instruments  or  transactions.    In  this  regard,  the  treatment  of  derivative  instruments  is 
particularly  problematic  because  the  variety  of  financial  instruments  that  are  easily 
substitutable  dramatically  increases  the  difficulty  of  designing  a  transfer  tax  that  would  not  be 
distorting.   The  design  of  a  transfer  tax  for  stocks,  bonds,  and  derivative  instruments  that 
would  not  favor  positions  held  in  one  market  over  another  may  not  even  be  possible.   The 
fundamental  differences  between  traditional  securities  and  derivatives,  especially  the  nonlinear 
payoff  profiles  of  derivative  instruments,  make  it  difficult  if  not  impossible  to  develop  a 
nondistorting  tax.    Depending  on  how  a  tax  were  imposed,  it  could  change  the  relative  returns 
on  financial  instruments  and  thereby  favor  derivative  investments  over  cash  market 
transactions  or,  alternatively,  alter  relative  returns  so  that  derivative  transactions  would 
become  altogether  unprofitable  even  for  hedgers. 

Aside  from  issues  of  competitive  advantage,  a  transactions  tax  could  distort 
information  flows,  and  distort  the  market  prices  of  taxed  assets  so  that  they  would  less 
accurately  reflect  their  underlying  fundamental  economic  values.   The  tax  could  increase  price 
volatility  and  would  almost  certainly  increase  corporate  costs  of  capital  as  corporations 
actively  use  derivative  instruments  such  as  swaps,  caps,  and  collars  to  reduce  their  costs  of 
capital.   Under  any  significant  tax,  volume  would  likely  migrate  abroad  unless  transactions  of 
U.S.  residents  in  foreign  markets  were  also  taxed.   This  is  especially  true  in  the  case  of  OTC 
derivative  transactions  which  can  be  "booked"  virtually  anywhere  in  the  world  at  little  or  no 
additional  cost  compared  to  "booking"  domestically. 
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wn  turn.  WManVAM* 


Honorable  Eugene  A.  Ludwig 

Comptroller 

Office  of  the  Comptroller  of  the  Currency  (OCC) 

250  E  Street,  N.W. 

Washington,  D.C.  20219 

Dear  Comptroller  Ludwig: 

On  October  28,  1993  at  10:00  a.m.,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the  safety 
and  soundness  issues  associated  with  bank  derivative  activities. 
You  are  respectfully  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  bank  derivatives  activities,  please 
work  with  the  Federal  Deposit  Insurance  Corporation  (FDIC),  the 
Office  of  Thrift  Supervision  (OTS) ,  and  the  Federal  Reserve  to 
provide  written  answers  to  the  following  questions  by  the  close  of 
business  October  26,  1993. 

A.    Regulation  and  Supervision 

1.  Please  define  and  explain  the  systemic  risks  associated  with 
bank  derivative  activities? 

2.  Please  define  and  explain  the  risks  associated  with  individual 
bank  involvement  in  derivatives  activities. 

3.  What  steps  has  your  agency  taken  to  ensure  the  safety  and 
soundness  of  banks  involved  in  derivative  product  activities? 

4.  Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  derivatives 
activities? 

5.  Please  summarize  your  agency's  strategy  for  supervising  bank 
derivative  product  activities? 

6.  What  steps  has  OCC  taken  to  ensure  examiners  are  properly 
trained  to  supervise  derivative  activities?  How  many 
examiners  are  trained  to  supervise  bank  derivative  activities? 
Is  there  a  separate  "derivatives"  examiner  corps  at  the  OCC? 
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7.  To  what  extent  does  our  multi-layered  bank  regulatory  system 
complicate  efforts  to  supervise  derivatives  activities  at 
federally  insured  depository  institutions?  Would  a  single 
bank  regulatory  agency  improve  oversight  and  supervision  of 
bank  derivatives  activities?  Please  explain  the  reasoning 
behind  your  call  for  the  creation  of  an  interagency  task  force 
on  derivatives. 

8.  How  does  regulation  and  supervision  of  derivatives  activities 
differ  between  banks  and  nonbanks? 

9.  Does  your  agency  support  additional  financial  reporting 
requirements  (e.g.  credit  exposure,  replacement  cost  exposure, 
etc.)  related  to  bank  derivative  product  activities? 

10.  Does  your  agency  support  changing  U.S.  and  international 
accounting  standards  to  reflect-m6re  standardized  reporting  of 
derivatives  information  contained  in  bank  financial 
statements? 

11.  Are  bank  risk  management  systems  adequate  to  address  the  risks 
of  derivatives  activities?  Please  differentiate  between  the 
large,  well  established  dealers  versus  new  entrants  to  the 
derivatives  market.  Is  your  agency  developing  standardized 
guidelines  for  bank  risk  management  systems? 

12.  Does  your  agency  require  senior  managers  and  board  members  to 
pass  competency  tests  to  ensure  they  are  experienced  in 
managing  the  risks  associated  with  derivative  activities? 

13.  Should  banks  have  at  least  two  directors  that  have  direct 
experience  in  managing  the  risks  associated  with  derivatives 
activities? 

14.  Under  what  scenario(s)  could  an  individual  bank  fail  as  a 
result  of  derivatives-related  activities?  What  catastrophes 
in  the  markets  could  cause  a  derivatives-related  bank  failure? 
Are  banks  required  to  formulate/simulate  plans  for  such 
catastrophes? 

B.  Bank  Derivatives  Activity 

1.  What  percentage  of  derivatives  products  are  provided  by 
commercial  banks  (i.e.  what  is  commercial  bank  market  share)? 

2.  Please  provide  a  list  of  commercial  banks  that  offer 
derivatives  products.  Break  the  information  down  by  type  of 
derivative  product,  and  identify  the  banks  that  are  considered 
dealers. 

3.  Are  bank  derivative  activities  profitable?  How  important  are 
derivatives-related  profits  to  overall  bank  profitability? 

C.  Concentration 

1.  What  are  the  pro's  and  con's  related  to  the  concentration  of 
bank  derivatives  activities  in  a  handful  of  large  money  center 
banks? 
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2.  For  each  of  the  ten  largest  bank  derivatives  dealers,  indicate 
the  credit  exposure  related  to  derivatives  as  a  percentage  of 
the  banks  capital. 

3.  Does  your  agency  have  defined  criteria  that  must  be  met  before 
a  bank  can  offer  derivative  products?  Do  banks  need  to  notify 
your  agency  prior  to  becoming  a  dealer  in  derivative  products? 

D.  Speculation 

1.  How  does  your  agency  define  and  identify  speculation?  Are 
there  any  rules  or  regulations  involving  bank  speculation  with 
derivative  products? 

2.  What  percentage  of  bank  derivative  transactions  are  related  to 
a)  market  making  functions?  b)  speculation?  c)  risk 
arbitrage? 

3.  To  what  extent  do  banks  enter  into  derivatives  contracts  to 
hedge  or  square  positions  on  their  own  balance  sheets? 

4.  What  percentage  of  bank  derivatives  transactions  are  entered 
into  with  a)  other  market  makers?  b)  financial  versus 
nonfinancial  end-users?  c)  existing  bank  customers?  d)  for 
the  bank's  proprietary  trading  purposes? 

E.  Separately  Capitalized  Subsidiaries 

1.  What  are  the  pro's  and  con's  of  requiring  banks  to  establish 
separately  capitalized  subsidiaries  to  engage  in  derivatives 
activities? 

2.  In  providing  derivatives  products,  to  what  extent  does  deposit 
insurance  provide  banks  with  an  advantage  or  disadvantage 
over  nonbank  competitors? 

Please  provide  answers  to  the  following  questions  by  the  close 
of  business,  November  26,  1993. 

A.    Separately  Capitalized  Subsidiaries 

1.  Does  the  OCC  currently  encourage  or  discourage  national  banks 
from  setting  up  separately  capitalized  subsidiaries  to  engage 
in  derivatives-related  activities?  Over  the  past  several 
years,  how  many  national  banks  applied  to  establish  separately 
capitalized  subsidiaries  to  engage  in  derivative-related 
activities?  Has  the  OCC  acted  on  those  applications?  Please 
explain  the  reasons  the  OCC  approved  or  denied  each 
application?  Has  the  OCC  encouraged  banks  to  withdraw  such 
applications? 

2.  How  does  a  bank's  credit  rating  affect  its  ability  to  provide 
derivatives  products  to  its  customers?  How  does  a  banks 
credit  rating  affect  its  ability  to  perform  market  making 
functions  in  derivatives  products? 
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B.  Over-the-counter  (OTC)  Versus  Organized  Exchange 

1.  What  percentage  of  bank  derivative  transactions  are  arranged 
over-the-counter  (OTC)  as  opposed  to  being  arranged  through  an 
organized  exchange?  What  percentage  of  bank  OTC  transactions 
are  between  market-makers  versus  OTC  transactions  between 
market-makers  and  their  customers? 

2.  What  are  the  differences  in  the  markets,  and  what  special 
supervisory  issues  arise  as  a  result  of  the  differences  in  the 
markets? 

3.  To  what  extent  does  your  agency  interface/cooperate  with 
exchange  officials  (e.g.  NYSE,  CBOT,  etc.)  associated  with 
bank  exchange  related  activities? 

4.  To  what  extent  does  your  agency  interface/cooperate  with  the 
Commodities  Futures  Trading  Commission  (CFTC)  and  the 
Securities  Exchange  Commission  (SEC)  related  to  bank 
derivatives  activities? 

5.  Please  identify  exchange-related  clearing  organizations,  their 
function  and  bank  membership  in  clearing  organizations?  Who 
performs  the  exchange  or  clearing  organization  function  in  the 
OTC  market? 

6.  How  do  the  parties  to  a  derivatives  contract  ensure  contract 
performance  in  the  OTC  market? 

C.  Trusts 

1.  How  many  derivatives  products  (quantity  and  notional  value)  do 
dealer  banks  sell  to  their  existing  discretionary  trust 
customers?  nondiscretionary  trust  customers?  What  is  the 
income  from  those  transactions? 

2.  Are  there  any  rules  governing  the  sale  of  derivative  products 
to  a  bank's  discretionary  or  nondiscretionary  trust  customers? 

3.  In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to 
sell  derivatives  products  to  its  discretionary  or 
nondiscretionary  trust  customers? 

D.  Foreign  Banks 

1.  To  what  extent  do  foreign  banks  act  as  a  dealer  in  derivatives 
products  in  the  U.S.? 

2.  Do  agencies  and  branches  of  foreign  banks  act  as  dealer  of 
derivative  products? 

3.  How  important  are  foreign  banks  to  the  derivative  products 
market  in  the  U.S.? 

4.  Is  there  adequate  coordination  with  foreign  bank  regulators  in 
the  derivatives  area? 
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E.  Trading  Accounts  and  Chinese  Walls 

1.  For  the  top  ten  bank  derivatives  dealers  for  the  past  five 
years,  please  provide  trading  assets  and  trading  income? 

2.  For  those  same  banks  over  the  same  time  period,  what 
percentage  of  each  banks  assets  are  trading  assets  and  what 
percentage  of  income  is  derived  from  trading  profits? 

3.  To  what  extent  are  there  legal  and  physical  barriers  erected 
between  bank  proprietary  trading  activities  and  a  bank's 
customer-related  derivatives  activities? 

4.  In  trading  for  their  own  proprietary  accounts,  to  what  extent 
do  dealer  banks  use  information  gleaned  from  customer-related 
derivatives  activities? 

F.  Taxes 

1.  Please  comment  on  the  feasibility  and  implications  of  levying 
a  tax  on  spequlation-related  derivative  transactions. 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  your  agencies  efforts  to  ensure  that  bank  derivative 
activities  are  conducted  in  a  safe  and  sound  manner. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  October  26,  1993. 


Thank  you  for  your  cooperation. 
to  your  testimony.   With  best  wishes. 


The  Committee  looks  forward 


Sine 


Chairman 


HBG:dk/mc 
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Mr.  Chairman  and  members  of  the  Committee,  I  am  pleased  to  respond  to  the  questions  in 
your  letter  of  October  5,  1993,  concerning  the  safety  and  soundness  issues  associated  with 
bank  derivative  activities. 

Al.      Please  define  and  explain  the  systemic  risks  associated  with  bank  derivative 
activities. 


Systemic  risk  is  the  risk  that  a  disruption  by  any  market  participant,  or  group  of 
participants,  coulJ-  cause  widespread  difficulties  for  other  participants  in  other  market 
segments,  or  in  the  financial  system  as  a  whole.  Systemic  risk  is  a  result  of  ordinary 
market  activities,  including  derivatives  activities;  and  derivatives  are  not  the  sole,  or 
even  the  principal,  source  of  systemic  risk  in  financial  markets.  However,  systemic 
risk  arising  from  derivatives  activity  has  certainly  increased  in  recent  years,  as 
derivatives  markets  have  grown  in  volume  and  complexity. 

A  systemic  disruption  could  begin  with  a  large  loss  on  a  derivatives  position  at  an 
individual  firm.  As  the  response  to  Question  A2  describes,  institutions  engaging  in 
derivatives  activities  take  on  a  variety  of  risks,  and  those  risks  are  often  linked  in 
complex  ways.  If  improperly  managed,  those  risks,  taken  singly  or  in  combination, 
could  lead  to  large  losses. 

The  growth  of  derivatives  markets,  coupled  with  rapid  changes  in  technology  and 
telecommunications,  have  increased  market  efficiency  but  also  have  increased  the 
sensitivity  of  the  financial  system  to  shocks.  Those  changes  have  brought  financial 
markets  closer  together,  with  the  result  that  market  dynamics  can  aggravate  the  effects 
of  a  loss  at  an  individual  firm. 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  believes  that  the  best  defense 
against  systemic  risk  is  for  each  bank  to  implement  effective  risk  management  systems 
that  ultimately  include  limits  and  controls  on  interconnection  risk'  and  the  ability  to 
monitor  the  exposure  resulting  from  the  covariance  between  one  or  more  risk  factors. 
We  are  preparing  a  banking  circular  and  supplemental  guidance  for  examiners  that 
emphasize  the  need  for  all  banks  to  have  risk  management  systems  in  place  that  are 
sufficient  to  measure,  analyze,  and  control  each  of  the  risks  arising  from  derivatives 
activities,  and  to  have  sufficient  capital  to  absorb  potential  losses  from  those  risks.  We 
expect  to  issue  the  banking  circular  shortly,  and  to  issue  the  guidance  within  the  next 
few  weeks. 


Interconnection  risk  is  defined  in  the  response  to  question  A2. 
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A2.      Please  deflne  and  explain  the  risks  associated  with  individual  bank  involvement  in 
derivatives  activities. 


The  risks  that  arise  from  bank  derivative  activities  are  the  same  risks  that  arise  from 
more  traditional  banking  activities:  credit  risk,  market  risk,  liquidity  risk,  operational 
risk,  settlement  risk,  and  legal  risk;  but  the  risks  associated  with  derivative  products 
can  often  linked  in  different  ways.  Those  linkages  make  interconnection  risk  a 
prominent  feature  of  derivatives.  As  a  result,  managing  those  risks  can  require, 
particularly  for  banks  that  are  more  active  in  derivatives  markets,  different  risk 
measurement  methodologies  and  stronger  risk  control  and  management  systems.  The 
forthcoming  banking  circular  and  examiner  guidance  will  state  the  need  for  banks  to 
have  systems  in  place  to  adequately  measure,  monitor,  and  control  each  individual  type 
of  risk,  as  well  as  the  interdependencies  among  those  risks. 

Credit  Risk.  Credit  risk  is  the  risk  of  loss  in  the  event  the  counterparty  to  a  transaction 
defaults  or  otherwise  fails  to  perform  under  the  terms  of  a  contract. 

Credit  risk  exposure  for  exchange -traded  or  over-the-counter  (OTC)  derivatives 
contracts  consists  of  two  components:  (1)  current  replacement  cost  of  the  contract'  and 
(2)  potential  increases  in  replacement  cost  if  market  prices  move  further. 

For  exchange-traded  derivatives  (futures  and  options),  credit  risk  is  absorbed  by  the 
futures  exchange  clearinghouse,  which  stands  as  the  counterparty  to  all  transactions. 

Credit  risk  exposure  associated  with  OTC  options  and  derivative  contracts  that  contain 
options  (options,  swaptions,  and  rate  protection  agreements)  consists  of  the  same  two 
components  described  above,  current  replacement  cost  and  potential  replacement  cost. 
In  the  case  of  option  contracts,  however,  only  one  party-the  writer  or  seller  of  the 
contract-is  obligated  to  perform.  Hence,  the  party  purchasing  the  option  contract  takes 
on  all  the  credit  risk,  since  it  is  exposed  to  risk  of  loss  if  the  writer  of  the  option 
defaults. 

Market  risk.  Market  risk  is  the  risk  that  a  bank's  derivatives  position  may  decline  in 
value  due  to  changes  in  a  variety  of  market  factors,  including  interest  rates,  exchange 
rates,  commodity  prices,  or  equity  values.  Such  losses  may  adversely  affect  a  bank's 
earnings  and  capital.  Market  risk  is  appropriately  measured  on  a  portfolio  basis,  in 
terms  of  the  net  price  sensitivity  of  the  portfolio  of  contracts. 


Replacement  cost  is  much  smaller  than  the  notional  principal  amount.  The  notional  principal  is 
the  basis  for  calculating  the  amounts  exchanged,  but  it  does  not  reflect  the  amount  acmally 
exchanged,  except  in  some  currency  derivative  transactions. 
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Market  risk  depends  on  tbe  potential  magnitude  of  change  in  the  price  of  the  underlying 
asset  and  on  the  relationship  between  changes  in  the  value  of  the  underlying  asset  and 
the  value  of  the  derivative  position  (the  price  sensitivity  of  the  instrument).  Price 
sensitivity  is  particularly  important  for  options  or  derivatives  that  contain  options. 

Liquidity  risk.  Liquidity  risk  with  respect  to  fmancial  derivative  products  can  be 
categorized  into  two  types— market/product  liquidity  risk  and  cash  flow  risk. 

Market/product  liquidity  risk  is  the  risk  that  an  institution  will  not  be  able  to  sell  a 
financial  asset  or  off-balance-sheet  instrument  at,  or  close  to,  its  fundamental  value. 
In  times  of  market  stress,  market  liquidity  can  change  rapidly;  in  some  markets,  it  can 
change  significantly  over  the  course  of  the  trading  day.  Generally,  OTC-traded 
derivatives  are  subject  to  greater  amounts  of  market  liquidity  risk  than  are  exchange- 
traded  derivatives,  because  the  latter  are  standardized  contracts  that  are  backed  by  a 
clearinghouse. 

Cash  flow  liquidity  risk  is  the  risk  of  loss  when  a  party  is  unable  to  raise  the  funds 
necessary  to  meet  cash  flow  obligations  at  an  acceptable  price  as  those  obligations 
become  due. 

Settlement  risk.  Settlement  risk  is  the  short-term  risk  an  institution  faces  when  it  either 
pays  out  funds  or  delivers  assets  before  receiving  assets  or  payment  from  its 
counterparty.  For  example,  in  foreign  exchange  markets,  the  time  differences  between 
normal  payment  hours  in  different  countries  can  create  gaps  between  offsetting 
payments  from  a  single  transaction.  Or,  settlement  risk  can  arise  when  payment  and 
delivery  of  securites  does  not  occur  simultaneously.  The  time  horizon  for  settlement 
risk  is  usually  less  than  twenty-four  hours. 

Operating  Risk.  Operating  risk  is  the  risk  of  loss  due  to  inadequate  internal  controls 
or  procedures,  inaccurate  assessment  of  risk,  human  error,  system  failure,  or  fraud. 
Such  loss  could  occur,  for  example,  when  a  bank  takes  on  open  positions  or  credit 
exposures  that  exceed  established  limits,  or  in  the  absence  of  proper  communication 
between  senior  management  and  the  operating  and  trading  departments  that  are 
executing,  valuing,  recording,  and  monitoring  derivative  product  transactions. 

Legal  Risk.  In  the  United  States,  a  significant  source  of  legal  risk  has  been  the 
potential  application  of  the  off-exchange  trading  prohibition  of  the  Commodity 
Exchange  Act  (CEA).  For  the  purposes  of  the  CEA,  the  terms  "fumres"  and  "options" 
have  been  interpreted  broadly  by  the  Commodity  Futures  Trading  Commission  (CFTC), 
leading  to  concerns  that  OTC  derivatives  would  be  found  to  be  illegal  off-exchange 
futures.  After  initially  indicating  that  swap  contracts  would  be  subject  to  the  provisions 
of  the  CEA,  the  CFTC  issued  a  policy  statement  in  1989  indicating  that  swap 
agreements  meeting  certain  conditions  would  not  be  considered  to  be  illegal  futures. 
The  CFTC  has  replaced  that  policy  statement  with  a  rule  under  the  expanded  exemption 
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authority  it  received  as  a  result  of  the  recent  passage  of  the  Futures  Trading  Practices 
Act  of  1992.  This  change  significantly  reduces  the  risk  that  most  swaps  and  similar 
instruments  would  be  deemed  to  be  illegal  off-exchange  futures. 

Another  source  of  risk  arises  with  regard  to  the  legal  enforceability  of  netting 
provisions  under  which  exposures  from  multiple  derivative  transactions  are  netted. 
Institutions  use  master  agreements  with  netting  provisions  to  reduce  the  overall  level 
of  credit  risk  (and  the  frequency  and  amount  of  payment)  to  a  counterparty .  When  a 
bank  enters  into  contracts  with  a  counterparty  subject  to  a  master  agreement,  the  bank 
takes  the  risk  that,  in  the  event  of  the  counterparty's  failure,  the  receiver  for  the 
counterparty  will  not  recognize  the  validity  of  the  netting  provisions.  The  receiver 
could  repudiate  individual  contracts  under  which  the  counterparty  was  obligated  to  pay 
the  bank,  while  demanding  payment  on  those  contracts  on  which  the  bank  was  obligated 
to  pay  the  counterparty— the  practice  of  "cherry  picking".  Recent  legislative  changes 
have  significantly  reduced  this  risk  for  U.S.  financial  institutions  dealing  with 
counterparties  in  the  U.S.,  but  this  risk  continues  to  be  important  with  regard  to  U.S. 
bank  dealings  with  some  non-U. S.  counterparties. 

The  OCC  expects  banks  to  limit  their  legal  risk  by  obtaining  opinions  of  counsel  or 
otherwise  and  satisfying  themselves  that  counterparties  have  legal  authority  to  enter  into 
master  agreements  and  that  agreements  and  the  netting  provisions  contained  therein  are 
enforceable  under  relevant  laws,  and  by  strengthening  due  diligence  reviews  of 
counterparties. 

Aggregation  or  Interconnection  Risk.  Aggregation  or  interconnection  risk  arises  when 
one  derivatives  position  interacts  with  the  institution's  other  positions,  in  derivatives 
products  and  in  the  underlying  markets.  These  interactions  frequently  involve  both 
cross-border  and  cross-market  links  and  a  wide  range  of  financial  instruments.  They 
have  increased  in  number  and  complexity  as  markets  have  grown. 
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A3.      What  steps  has  your  agency  taken  to  ensure  the  safety  and  soundness  of  banks 
involved  in  derivative  -product  activities? 


OCC  supervision  includes  a  number  of  activities  that  enable  us  to  monitor  the  safety 
and  soundness  of  national  banks  engaged  in  derivatives  activities:  we  allocate  sufficient 
examiner  resources  to  supervise  the  banks  most  actively  involved  in  derivatives 
activities  as  dealers  and  market-makers;  we  are  issuing  guidance  to  both  examiners  and 
bank  personnel  regarding  the  risk  management  processes  that  should  govern  such 
activities;  and  we  are  working  to  ensure  that  the  risk-based  capital  rules,  and  the 
changes  thereto  ciurently  under  discussion  among  the  Basle  committee  and  with  other 
U.S.  bank  regulatory  agencies,  capture  the  credit  and  market  risk  associated  with 
derivatives  transactions. 

On-Site  Supervision 

We  have  assigned  full-time  examiner  staffs  to  the  lead  national  bank  of  all  the  largest 
banking  companies.'  That  group  includes  dealers  and  the  largest  "end-users"  of 
derivative  products.  Examiners  monitor  the  bank's  trading,  dealing,  and  risk 
management  activities,  including  its  derivatives  activities;  and  they  analyze  the  impact 
of  the  risks  associated  with  derivative  use  in  the  context  of  the  bank's  overall  risk 
profile.  In  particular,  they  periodically  review  the  bank's  risk  positions  and 
profitability  trends,  and  conduct  periodic  examinations  of  various  product  areas  to 
ensure  the  propriety  of  management  processes  governing  these  instruments. 

Every  other  national  bank  is  assigned  to  an  examiner  who  is  responsible  for  supervising 
its  activities,  risk  levels,  and  reviewing  the  adequacy  of  its  risk  management  processes. 

Written  Guidance 

The  OCC  provides  written  materials  to  guide  examiners  in  the  examination  process  and 
to  inform  bank  managers  of  the  risk  management  processes  that  should  be  in  place  to 
govern  activities  involving  derivative  products.  Some  of  that  guidance  focuses  on 
dealer  activities;  other  materials  are  directed  at  end-user  activities. 

The  primary  resource  for  supervision  of  dealer  activities  is  the  Source  Book,  which  is 
produced  by  the  OCC's  Chief  National  Bank  Examiner's  Office.   Applicable  sections 


The  OCC's  supervisory  process  assigns  a  national  bank  examiner  to  all  national  banks.  This 
examiner,  commonly  referred  to  as  the  Examiner-in-Charge  (EIC),  is  responsible  for  ongoing 
communication  with  the  bank.  In  the  largest  40  companies  under  OCC  supervision  (those 
companies  hold  national  bank  assets  of  greater  than  $10  billion),  the  EIC  is  in  residence  at  the 
bank  and  is  supported  by  a  staff,  commensurate  with  the  size  and  sophistication  of  the  bank's 
activities.   Those  40  banks  hold  approximately  75  percent  of  all  national  bank  assets. 


404 


6- 


of  the  Source  Book  include:  Trading  Activities,  Arbitrage/Hedging  Activities, 
Commodity  Derivatives  Markets,  Foreign  Currency  Options  and  Risks,  Comparative 
Risk  Table  and  Risk  Analysis  Framework.  Those  sections  are  attached  as  Appendix  1. 

The  procedures  and  guidelines  in  the  Source  Book  establish  a  framework  that  can  be 
adapted  to  the  examination  of  trading  portfolios  of  all  types,  including  derivative 
products.  The  Source  Book  also  addresses  back-office  controls,  such  as  segregation  of 
duties  for  transaction  input,  confirmation  generation  and  report  preparation.  Although 
the  rapidly  changing  nature  of  the  derivatives  markets  results  in  a  stream  of  new 
products  and  continual  changes  in  existing  products,  the  basic  management  concepts  of 
accurate  risk  measurement  systems,  proper  revaluation  techniques,  appropriate 
reporting  lines  and  sound  policies  apply  to  all  derivatives  trading  activities. 

The  primary  resources  for  evaluating  end-user  activities  are  the  Source  Book,  and  the 
Comptroller's  Handbook  for  National  Bank  Examiners.  The  applicable  sections  of  the 
Source  Book  include:  Interest  Rate  Risk  Management  and  Liquidity  Risk  Management, 
which  are  attached  as  Appendix  2.  The  applicable  sections  of  the  Comptroller's 
Handbook  provide  guidance  for  examining  risk  management  activities:  Section  405— 
Funds  Management,  and  Section  813~Foreign  Exchange.  Those  sections  are  attached 
as  Appendix  3. 

An  additional  resource  for  examiners  reviewing  derivatives  used  for  risk  management 
purposes  is  Advisory  Letter  90-1:  Interest  Rate  Risk,  which  is  attached  as  Appendix  4. 
The  letter  outlines  OCC's  expectation  that  national  banks  have  a  comprehensive  system 
(including  a  policy  statement  regarding  the  assumption  and  management  of  interest  rate 
risk,  senior  management  and  Board  oversight,  risk  measurement  systems,  and  risk 
limits)  to  monitor  and  control  their  interest  rate  risk  exposure. 

There  are  three  resources  that  provide  guidance  for  examining  derivatives  activities  at 
dealer  an^  end -user  institutions.  Banking  Circular  79,  which  is  attached  as  Appendix 
5,  discusses  the  policies  and  procedures  required  of  national  banks  that  engage  in 
financial  futures  contracts,  forward  placement  contracts,  or  standby  contracts.  It  also 
addresses  the  accounting  treatment  for  these  products.  Banking  Circular  228,  which 
is  attached  as  Appendix  6,  outlines  supervisory  policies  for  mortgage  derivative 
products  and  stipulates  that  securities  trading  activities  (including  trading  in  mortgage 
derivative  instruments)  should  only  be  conducted  in  a  closely  supervised  trading 
account  by  banks  with  strong  capital  and  earnings  and  adequate  liquidity.  TTie 
Comptroller's  Handbook  for  National  Bank  Examiners,  Section  203  -  Investment 
Securities,  which  is  attached  as  Appendix  7,  provides  general  examination  guidelines 
for  banks  using  futures,  forwards  and  options  in  trading  activities  and  for  risk 
management  purposes.  Section  405-Funds  Management,  provides  examiner  guidelines 
for  swap  activities. 

Reference  documents  are  also  available  for  examiners  reviewing  derivatives  activities. 
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One  such  resource,  provided  to  all  examiners  and  all  national  banks  is  An  Examiner's 
Guide  to  Investment  Products  and  Practices.  The  Guide  includes  specific  sections 
describing  derivative  products,  markets,  and  risks  and  applicable  policies  and 
procedures,  which  are  attached  as  Appendix  8. 

The  forthcoming  banking  circular  on  risk  management  of  financial  derivatives  activity, 
which  will  supersede  Banking  Circular  79*,  will  further  address  the  types  of  systems 
and  controls  that  the  OCC  considers  appropriate  in  connection  with  the  management 
of  credit,  market,  liquidity  and  operating  risks.  This  revised  guidance  will  also  alert 
national  banks  to  significant  legal  issues  associated  with  engaging  in  derivatives 
transactions  and  the  OCC's  expectation  as  to  how  these  issues  should  be  addressed. 


The  accounting  provisions  of  Banking  Circular  79  will  remain  in  force,  however,  because  they 
will  continue  to  be  contained  in  the  instructions  to  the  Call  Report. 
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A4.      Do  current  international  and  domestic  capital  standards  adequately  reflect  the  risks 
associated  with  derivatives  activities? 


The  OCC  believes  that  the  inclusion  of  off-balance-sheet  counterparty  exposures  into 
capital  standards  was  an  important  and  necessary  step  in  ensuring  that  banks  maintain 
adequate  capital  for  derivatives  activities.  However,  the  OCC  also  recognizes  that  the 
current  standards  do  not  explicitly  consider  market  risk  and  that,  as  new  products  or 
activities  emerge  in  the  derivative  markets,  the  RBC  standards  may  need  revision. 
Hence,  the  OCC  is  actively  involved  in  several  initiatives  that,  if  adopted,  would  result 
in  modifications  and  additions  to  the  current  risk-based  capital  treatment  of  derivatives. 
The  scope  of  these  initiatives  include  credit  and  market  risk.  They  are  being  pursued 
jointly  with  the  other  U.S.  banking  agencies  (primarily  the  Federal  Reserve  Board 
(FRB)  and  the  Federal  Deposit  Insurance  Corporation  (FDIC)),  and  with  international 
supervisors  through  the  Basle  Committee  on  Bank  Supervision. 

Currently,  the  OCC's  capital  standards  address  risks  arising  from  derivatives  activities 
through  a  combination  of  explicit  regulatory  minimum  capital  standards  and  evaluations 
of  a  bank's  capital  adequacy  through  the  examination  process.  Our  risk-based  capital 
requirement  (12  CFR  3,  Appendix  A)  imposes  an  explicit  capital  charge  for  the  credit 
(counterparty)  risk  exposure  in  financial  derivative  products.  This  capital  charge 
applies  to  interest  rate  and  foreign  exchange  (FX)  swaps,  forward  rate  agreements,  and 
purchased  interest  rate  and  FX  options'.  This  capital  charge  is  determined  by  a  two- 
step  process:  (1)  the  calculation  of  the  "credit  risk  equivalent"  (CRE)  amount  of  the 
contract  and  (2)  the  assignment  of  the  CRE  amount  to  the  proper  risk-weighting 
category,  based  on  the  counterparty  to  the  contract.  The  CRE  of  the  contract  has  two 
components:  (1)  the  mark-to-market  exposure,  reflecting  the  current  replacement  cost 
of  the  contract,  and  (2)  the  potential  risk  add-on  exposure,  reflecting  the  potential  for 
the  replacement  cost  to  increase  over  the  life  of  the  contract.  This  treatment  has  been 
extended  to  apply  to  newer  derivative  products,  including  commodity  and  equity-index 
swaps. 

The  initiatives  that  are  being  studied  or  developed  are  described  below.  The  OCC 
believes  the  results  of  these  initiatives  will  enhance  regulatory  capital  standards  for,  and 
supervision  of,  derivative  activities.  However,  the  OCC  also  believes  that  the 
importance  and  complexity  of  these  proposals  demands  that  we  provide  sufficient 
opportunities  for  public  review  and  comment  on  the  proposals.  The  OCC  will  carefully 
consider  these  comments  before  adopting  any  proposals.  Further,  given  the  truly 
global  span  of  derivative  markets,  the  OCC  strongly  believes  that  uniform  capital 
regulations  among  banking  agencies  and  countries  is  desirable  to  prevent  competitive 


Contracts  that  are  traded  on  an  exchange  requiring  the  daily  payment  of  any  variations  in  the 
market  value  of  the  contract,  such  as  futures  traded  on  U.S.  exchanges,  are  not  subject  to  the 
capital  requirements. 
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inequalities  and  to  ensure  prudential  banking  standards  in  all  major  markets. 

CAPTTAI.  INITATTVRS  IJNDFR  STUDY  OR  DEVELOPMENT 
Treriit  Risk: 

(a)  The  Basle  Committee  Proposal  nn  Netting  would  recognize  legally  enforceable 
bilateral  netting  arrangements  when  computing  a  bank's  counterparty  credit  risk 
exposure  in  derivatives.  Presently,  only  netting  by  novation*  is  permitted. 
Although  this  proposal  would  have  the  effect  of  reducing  the  current  capital 
charge  for  certain  derivatives,  the  OCC  believes  that  this  proposal,  by 
encouraging  the  use  of  enforceable  bilateral  netting  arrangements,  will  reduce 
the  level  of  settlement  risk,  and  therefore,  systemic  risk  in  the  derivatives 
markets. 

The  Basle  Committee  released  a  consultative  paper  on  this  proposal  in  April, 
1993.  The  OCC  anticipates  issuing  a  notice  of  proposed  rulemaking  to  seek 
public  comments  on  this  topic  by  year-end. 

(b)  The  Basle  Committee  Subgroup  on  Off-Balance  Sheet  Activities  is  reviewing  the 
current  risk-based  capital  treatment  of  derivatives  for  counterparty  risk.  This 
review  could  lead  to  recommended  changes  in  the  factors  used  to  estimate 
"potential  future"  counterparty  risk  for  some  financial  derivatives.  This  work 
is  still  under  discussion  by  the  Basle  Committee's  subgroup,  and  no  formal 
proposal  has  been  made. 

(c)  The  OCC  recentlv  published  a  Notice  of  Proposed  Rulemaking  on  Collateralized 
Transactions,  which  would  amend  the  risk-based  capital  guidelines  to  lower  the 
risk  weight  from  20  percent  to  zero  percent  for  particular  transactions  that  are 
collateralized  by  cash  or  government  securities.  The  latter  treatment  would 
more  accurately  reflect  the  near  absence  of  credit  risk  and  the  minimal 
operational  risk  for  certain  transactions.  Although  not  specifically  listed  as  a 
type  of  transaction  covered  by  the  proposed  rule,  the  OCC  requested  comment 
on,  and  is  considering  including,  collateralized  swap  counterparty  exposures 
among  the  transactions  that  could  receive  a  zero  percent  risk  weight.  We 
anticipate  working  with  the  FRB  to  ensure  a  uniform  application  of  our 


Netting  is  the  agreed  offsetting  of  positions  or  obligations  by  trading  partners  or  participants  in 
a  system.  Netting  reduces  a  larger  number  of  individual  positions  or  obligations  to  a  smaller 
number  of  positions.  Novation  refers  to  the  satisfaction  and  discharge  of  an  existing  contractual 
obligation  by  the  substitution  of  new  contractual  obligations.  Netting  by  novation  occurs, 
therefore,  when  the  existing  contracttial  obligation  is  extinguished  by  the  subsequent  new 
obligations. 
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respective  collateralized  transactions  rules.  The  FRB  published  its  final  rule  on 
collateralized  transactions  at  the  end  of  1992. 

Market  Risk: 

(a)  The  FDICIA  Section  305  Proposal  would  establish  a  system  for  measuring  a 
bank's  overall  interest  rate  risk  exposure  and  would  provide  a  basis  for 
requiring  capital  for  exposures  that  exceed  a  threshold  level.  Derivatives  would 
be  incorporated  into  the  risk  measure. 

The  U.S.  banking  agencies  issued  a  joint  Notice  of  Proposed  Rulemaking  on 
this  proposal  on  September  14.  The  comment  period  for  the  proposal  closes  on 
October  29. 

(b)  The  Basle  Committee  Proposal  on  Market  Risk  for  Trading  Books  would 
incorporate  a  capital  charge  for  the  market  risk  of  equity  and  debt  derivatives 
that  are  part  of  a  bank's  trading  activities.  This  charge  would  be  in  addition  to 
the  current  risk-based  capital  charge  for  counterparty  (credit)  exposures.  The 
charge  would  nol  be  applied  to  derivatives  held  outside  of  trading  portfolios, 
such  as  those  used  to  hedge  structural  balance-sheet  positions. 

The  Basle  Committee  issued  a  consultative  paper  on  this  proposal  in  April, 
1993.  The  consultative  period  closes  December  31,  1993.  Any  proposal  to 
modify  the  OCC's  current  risk-based  capital  guidelines  that  might  result  from 
this  consultative  paper  would  be  issued  for  full  public  comment  through  the 
rulemaking  process  before  being  adopted.  The  OCC  will  carefully  consider 
these  comments  before  adopting  any  proposals. 

(c)  The  Basle  Committee  Proposal  on  Foreign  Exchange  Risk  would  introduce  a 
capital  charge  on  a  bank's  net  open  foreign  currency  and  precious  metals 
positions.  Any  foreign  exchange  or  precious  metal  derivative  instrument  would 
be  included  in  determining  a  bank's  net  open  position.  This  charge  would  be 
in  addition  to  any  applicable  counterparty  or  market  risk  capital  charges  that  are 
under  consideration  by  the  Basle  Committee. 

Also  in  April,  1993,  the  Basle  Committee  issued  a  consultative  paper  on  this 
proposal,  and  the  consultative  period  closes  December  31,  1993.  As  with  the 
market  risk  proposal,  the  OCC  would  seek  public  comments  through  the 
rulemaking  process  and  carefully  consider  those  comments  before  adopting  any 
change  to  its  current  risk-based  capital  guidelines. 

Appendix  9  provides  greater  detail  on  the  current  risk-based  capital  treatment 
for  derivatives  and  on  the  FDICIA  Section  305  and  Basle  Committee's  Market 
Risk  and  Foreign  Exchange  Risk  proposals. 
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AS.      Please  summarize  your  agency's  strategy  for  supervising  bank  derivative  product 
activities. 


The  OCC's  supervisory  strategy  with  regard  to  national  bank  derivatives  activity  is  to 
ensure  that  (1)  senior  management  and  the  Board  of  Directors  understand  and  control 
the  risk  levels  that  result  from  derivative  products  and  (2)  the  bank  has  in  place 
adequate  risk  management  processes  to  govern  the  use  of  those  products.  Our 
forthcoming  banking  circular  on  derivatives  activities  will  make  it  clear  that  we  expect 
national  banks  engaging  in  derivatives  activity  to  have  or  adopt  a  "no  surprises"  risk 
management  policy  that  is  backed  by  adequate  systems  and  controls.  Such  a  policy 
would  focus  on  appropriate  and  meaningful  risk  exposure  limits;  risk  management  units 
that  are  independent  of  business  and  trading  units;  sophisticated  back  office  and  front 
office  personnel  and  systems;  meaningful  and  timely  communications  between  trading, 
risk  management  and  operation  units;  detailed  counterparty  credit  analysis;  and  pay 
particular  attention  to  issues  of  counterparty  authority,  the  enforceability  of  master 
agreements  and  rights  with  respect  to  margin  and  collateral. 

Examiners  execute  our  supervisory  strategy  through  periodic  examinations,  by  assessing 
the  levels  of  individual  risks  the  bank  faces  and  the  bank's  overall  risk  profile. 
Examiners  also  evaluate  risk  management  processes,  including  the  appropriateness  of 
policies  governing  risk  limits,  the  accuracy  and  adequacy  of  risk  measurement  and 
monitoring  systems,  appropriateness  of  independent  oversight  functions,  and  quality  of 
internal  controls.  Examiners  use  the  guidance  listed  in  the  response  to  question  A3  in 
performing  these  functions. 

If  the  examiner  believes  a  bank's  risk  profile  has  or  will  become  too  great,  he  or  she 
will  raise  those  concerns  first  to  OCC  management  and  then,  if  appropriate,  with  the 
bank's  Board  of  Directors.  The  OCC  will  then  take  action  to  require  the  bank  to 
reduce  its  risk  to  a  more  modest  level  or  to  raise  additional  capital  to  compensate  for 
the  risk  level  it  has  assumed. 

Similarly,  if  the  examiner  concludes  that  a  national  bank's  risk  management  processes 
are  inadequate  for  current  or  planned  activities,  the  OCC  requires  management  to 
implement  appropriate  improvements  or  curtail  the  risk  level. 
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A6.  What  steps  has  OCC  taken  to  ensure  examiners  are  properly  trained  to  supervise 
derivative  activities?  How  many  examiners  are  trained  to  supervise  bank 
derivative  activities?  Is  there  a  separate  "derivatives"  examiner  corps  at  the  OCC? 


The  OCC  provides  training  and  guidance  for  examiners  supervising  off-balance-sheet 
activities  and  has  identified  a  cadre  of  capital  market  specialists  who  focus  their 
attention  on  banlcs'  capital  market  activities^.  The  OCC  does  not  have  a  separate 
"derivatives"  examiner  corps. 

Training  and  guidance  received  by  OCC  examiners  supervising  bank  off-balance-sheet 
activities 

The  most  important  training  that  OCC  examiners  supervising  bank  off-balance-sheet 
activities  receive  is  on-the-job,  through  participation  in  on-site  examinations  of  banks 
using  derivative  products.  OCC  examinations  at  the  largest  trading  banks  are  staffed 
with  a  mix  of  very  experienced  to  modestly  experienced  examiners.  We  rotate  our 
examiners  among  districts  and  instimtions  to  provide  them  with  exposure  to  different 
derivatives  activities,  risk  management  systems,  technological  systems,  etc.  Hence,  we 
provide  our  less  experienced  examiners  with  substantive  training,  while  helping  our 
more  specialized  examiners  to  remain  abreast  of  developments  in  the  derivative 
markets. 

OCC  examiners  supplement  the  knowledge  and  experience  they  gain  on-the-job  by 
attending  a  variety  of  training  programs  that  specifically  address  bank  off-balance-sheet 
activities,  including  activities  related  to  derivative  products  and  markets.  Examiners 
receive  such  training  through  programs  provided  by  the  OCC  and  the  Federal  Financial 
Institutions  Examination  Council  (FFIEC). 

Capital  Markets  Specialists 

The  OCC  has  a  cadre  of  56  capital  markets  specialists-field  examiners  who  focus  their 
attention  on  supervising  banks'  capital  markets  activities.'  Those  examiners  receive 
specialized  training  on  an  ongoing  basis,  through  the  annual  capital  markets  seminar 
and  through  periodic  seminars  on  specialized  topics.  At  those  seminars,  OCC  staff  and 
industry  experts  discuss  a  wide  variety  of  capital  market  topics,  including  a  variety  of 
issues  associated  with  derivative  products. 


OCC's  capiul  market  specialists  examine  the  bank's  trading  and  treasury  activities,  including  its 
use  of  derivative  instruments  in  those  contexts,  and  also  its  compliance  with  certain  capital 
markets-related  laws  and  regulations. 

Some  of  those  examiners  are  assigned  to  larger  banks;  others  specialize  in  examining  smaller 
banks. 
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We  provide  our  capital  markets  specialists  with  written  reference  materials  related  to 
financial  markets  and  instruments.  For  example,  they  receive  a  quarterly  Capital 
Markets  Newsletter,  published  by  our  Chief  National  Bank  Examiner's  office.  The 
newsletter  provides  an  annotated  bibliography  of  the  most  important  articles  on 
derivatives  that  were  published  in  various  periodicals  and  industry  publications  during 
the  prior  quarter  and  often  features  articles  written  by  OCC  staff  on  derivatives. 

In  addition,  a  number  of  OCC  staff  members  at  our  Washington  headquarters  specialize 
in  issues  related  to  supervision  of  bank  derivatives  activities.  Those  staff  members 
provide  support  for  our  capital  markets  specialists. 
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A7.  To  what  extent  does  our  multi-layered  bank  regulatory  system  complicate  efforts 
to  supervise  derivatives  activities  at  federally  insured  depository  institutions? 
Would  a  single  bank  regulatory  agency  improve  oversight  and  supervision  of  bank 
derivatives  activities?  Please  explain  the  reasoning  behind  your  call  for  an 
interagency  task  force  on  derivatives. 


The  fact  that  there  are  four  Federal  regulators  of  banks  and  thrifts  complicates  all 
supervision  to  some  extent;  but  the  problems  of  interagency  coordination  are  no 
different  for  derivatives  than  for  any  other  aspect  of  bank  supervision.  Indeed,  to  the 
extent  that  derivatives  activities  are  concentrated  in  a  relatively  small  number  of  large 
institutions  which  are  intensively  supervised,  interagency  coordination  may  be  easier 
than  in  other  areas. 

The  OCC,  the  FDIC,  the  FRB,  and  the  Office  of  Thrift  Supervision  (OTS)  work 
together  routinely  to  meet  their  supervisory  and  regulatory  responsibilities. 
Coordination  and  cooperation  occur  through  informal  channels,  such  as  regular 
meetings  of  the  heads  of  the  regulatory  agencies;  and  through  formal  strucmres  such 
as  the  Federal  Financial  Institutions  Examination  Council  (FFIEC)  and  the  Interagency 
Country  Exposure  Review  Committee.  In  addition,  the  OCC's  District  offices  work 
with  state  regulators  to  improve  the  coordination  of  efforts  and  sharing  of  information 
where  we  have  joint  responsibility  for  multi-state  and  multi-charter  banking  companies. 

Interagency  coordination  has  been  a  particular  focus  of  the  Administration.  Pbr 
example,  the  Administration's  initiatives  to  improve  the  availability  of  credit  have  been 
implemented  through  joint  interagency  guidelines  or  coordinated  rulemakings.  The 
agencies  held  joint  public  hearings  on  Community  Reinvestment  Act  (CRA)  reform, 
and  are  working  together  on  ways  to  make  the  CRA  work  better.  The  agencies  have 
also  improved  their  coordination  of  examinations,  under  an  interagency  policy  statement 
issued  on  June  10. 

My  call  for  an  interagency  task  force  on  derivatives  was  intended  to  apply  the 
principles  of  interagency  coordination  in  developing  supervisory  policies  for 
derivatives.  The  staff-level  interagency  working  group,  which  is  an  informal  group 
currently  composed  of  representatives  of  the  OCC,  the  FDIC,  the  FRB,  and  the  OTS, 
has  established  two  limited  objectives  for  the  time  being:  (1)  to  share  information  with 
respect  to  the  extent  and  namre  of  bank  and  thrift  involvement  in  the  derivatives 
market,  and  (2)  to  work  on  developing  consistent  regulatory  accounting  principles  with 
respect  to  derivatives  transactions.  At  some  point,  we  hope  to  expand  the  group  to 
include  the  Commodity  Fumres  Trading  Commission  (CFTC)  and  the  Securities  and 
Exchange  Commission  (SEC). 
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A8.      How  does  regulation  and  supervision  of  derivatives  activities  differ  between  banks 
and  nonbanks? 

All  corporations,  including  banks,  that  execute  and  clear  futures  and  options  products 
through  public  exchanges  are  regulated  by  the  CFTC  and  designated  self-regulatory 
organizations.  Accordingly,  they  operate  under  these  regulators'  record-keeping, 
capital,  margining,  and  uniform  and  fair  practice  rules. 

All  over-the-counter  derivative  activities  conducted  by  banking  companies  are  subject 
to  oversight  and  supervision  by  the  banking  agencies.  However,  certain  OTC 
derivatives  transactions  are  conducted  by  non-banks  in  legal  entities  that  are  regulated 
by  neither  the  CFTC,  the  SEC,  nor  state  or  federal  bank  regulatory  agencies. 

Historically,  the  style  of  bank  regulation,  which  has  been  carried  out  in  large  part 
through  on-site  examinations,  has  differed  greatly  from  non-bank  regulation.  As  a 
result,  we  believe  that  bank  participants  in  derivatives  markets  are  subject  to  greater 
regulatory  scrutiny  than  their  non-bank  counterparts. 
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A9.  Does  your  agency  support  additional  financial  reporting  requirements  (e.g.  credit 
exposure,  replacement  cost  exposure,  etc.)  related  to  bank  derivative  product 
activities? 


The  OCC  does  not  believe  that  current  reporting  requirements  provide  adequate  public 
disclosure  of  financial  derivatives  exposures.  The  OCC  believes  there  is  a  need  for 
financial  institutions  engaged  in  derivative  activities  to  increase  their  disclosures 
regarding  the  nature  and  importance  of  those  activities,  and  with  regard  to  the 
sustainability  of  earnings.  Such  increased  disclosures  would  contribute  to  systemic 
stability  by  increasing  market  scrutiny  of  derivatives  activity.  We  are  considering 
revisions  to  and/or  expansion  of  current  disclosures  required  of  national  banks  both 
alone  and  through  the  informal  interagency  task  force,  and  in  conjunction  with  the 
Financial  Accounting  Standards  Board  (FASB). 

Whatever  additional  and/or  modified  disclosures  are  determined  to  be  appropriate,  we 
believe  such  requirements  should  apply  equally  to  all  market  participants  (e.g.,  to 
broker-dealers,  insurance  companies,  and  other  financial  institutions  as  well  as  banks). 
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AlO.  Does  your  agency  support  changing  U.  S.  and  international  accounting  standards 
to  reflect  more  standardized  reporting  of  derivatives  information  contained  in  bank 
financial  statements? 


The  OCC  believes  that  changing  U.S.  and  international  accounting  standards  to  reflect 
more  standardized  reporting  of  derivatives  information  for  all  fmancia!  entities  engaged 
in  derivatives  activities  would  confer  substantial  benefits  to  the  fmancial  entities 
themselves,  and  to  users  of  their  fmancial  statements.'  The  OCC  is  concerned  that 
national  banks  may  be  affected  by  inconsistent  accounting  standards  when  evaluating 
the  off-balance-sheet  exposures  of  counterparties  to  derivative  transactions  into  which 
they  enter. 

We  are  also  concerned  that  the  lack  of  uniform  standards  could  cause  U.S.  banks  to 
suffer  a  weakened  competitive  position  vis-a-vis  their  foreign  counterparts  and  other 
U.  S.  financial  instimtions.  For  example,  national  banks  could  suffer  competitive 
disadvantages  if  other  institutions  were  permitted  to  defer  derivative  gains  and  losses 
under  more  liberal  conditions.  Deferring  gains  and  losses  allows  institutions  to  reduce 
the  volatility  of  their  earnings  and  provides  them  with  additional  flexibility  in  pricing 
financial  products  they  are  offering  for  sale. 

Hence,  the  OCC  continues  to  participate  in  domestic  efforts  to  develop  consistent 
accounting  standards  for  derivatives.  As  a  member  of  the  FASB's  Financial 
Instruments  Task  Force,  the  OCC's  Chief  Accountant  participates  in  the  FASB's  efforts 
to  address  issues  related  to  U.S.  accounting  standards  for  derivatives  and  other  financial 
instruments.  The  OCC  also  participates  in  the  FFIEC's  interagency  review  of 
accounting  practices,  which  includes  review  of  derivatives  accounting  practices. 


The  Group  of  30  noted  in  its  July  1993  report.  Derivatives:  Practices  and  Principles,  that 
"...(the  lack  of  consistent  accounting  standards)  makes  it  difficult  for  users  of  financial  statements 
to  understand  an  organization's  use  of  derivatives  and  the  accounting  bases  upon  which  its 
financial  statements  have  been  drawn  up.  Because  of  this  lack  of  transparency,  users  of  financial 
statements  may  be  misled  into  making  credit  and  investment  judgments  they  might  not  otherwise 
have  made.' 
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All.  Are  bank  risk  management  systems  adequate  to  address  the  risks  of  derivatives 
activities?  Please  differentiate  between  the  large,  well  established  dealers  versus 
new  entrants  to  the  derivatives  market.  Is  your  agency  developing  standardized 
guidelines  for  bank  risk  management  systems? 


Our  examiners  have  found  that  the  well-established  dealers—the  large  banks  with  the 
most  experience  with  derivatives—have  in  place,  or  are  moving  to  establish,  systems 
that  are  adequate  to  perform  such  analysis.  We  are  concerned,  however,  that  some  of 
the  newer  entrants  to  the  markets  may  be  relying  on  systems  that  evaluate  derivatives' 
risks  in  ways  that  do  not  fully  reflect  all  of  the  risk  factors.  We  are  also  concerned 
that  those  banks  might  not  use  evaluation  techniques  that  formally  recognize  the 
interdependencies  among  these  risk  factors. 

Our  forthcoming  guidance  on  the  risk  management  of  derivatives  will  emphasize  the 
need  for  banks  to  properly  measure  and  monitor  the  individual  and  aggregate  risks 
associated  with  their  derivatives  portfolios,  and  set  and  follow  appropriate  risk  limits. 
All  national  banks  engaged  in  derivatives  transactions  should  have  comprehensive  risk 
management  systems  that  are  commensurate  with  the  scoj>e,  size,  and  complexity  of 
their  activities  and  assumption  of  risks.  The  guidance  will  emphasize  that  such  systems 
should  enable  the  bank  to  adequately  measure,  monitor,  and  control  the  potential 
reductions  in  earnings  and  capital  that  arise  from  the  risks  associated  with  their 
derivatives  activities.  The  guidance  will  be  sufficiently  flexible,  however,  to  allow 
banks  to  develop  systems  that  are  most  appropriate  for  their  particular  circumstances 
and  needs. 
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A12.  Does  your  agency  require  senior  managers  and  board  members  to  pass  competency 
tests  to  ensure  they  are  experienced  in  managing  the  risks  associated  with 
derivative  activities? 


The  OCC  does  not  require  senior  managers  or  board  members  of  national  banks  to  pass 
competency  tests  for  derivatives  activities.  Rather,  we  monitor,  through  bank 
examinations,  the  effectiveness  of  senior  management  and  board  oversight  of  bank 
activities,  including  derivative  activities.  OCC  policy  requires  banks  to  ensure,  through 
effective  senior  management  supervision  and  board  oversight,  that  their  activities  are 
conducted  in  a  safe  and  sound  manner,  and  in  a  way  that  is  consistent  with  the  Board's 
overall  risk  management  philosophy  and  the  bank's  business  strategies. 

We  believe  it  would  be  inappropriate  to  set  special  competency  requirements  for 
members  of  the  Board  of  Directors  of  national  banks.  The  Board  is  responsible  for 
governing  the  overall  condhion  of  the  bank.  As  such,  directors  are  not  required  to 
possess  specialized  experience  or  expertise  in  specific  areas  of  bank  operations,  but 
rather  to  provide  broad  oversight  and  maintain  a  strong,  independent,  and  active 
involvement  in  the  bank's  affairs. 
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A13.    Should  banks  have  at  least  two  directors  that  have  direct  experience  in  managing 
the  risks  associated  with  derivative  activities? 


The  OCC  regards  the  Board  of  Directors  of  a  national  bank  as  a  governing  body  that 
must  possess  the  experience,  knowledge,  and  understanding  to  identify  and  address  the 
issues  of  concern  to  the  bank.  OCC  policy  requires  effective  board  supervision  of  the 
risks  inherent  in  a  bank's  activity,  including  its  derivatives  activity,  and  the  OCC 
examination  process  specifically  addresses  the  issue  of  board  supervision. 

The  appropriate  size  and  composition  of  a  bank's  Board  of  Directors  depends  on  the 
bank's  individual  circumstances,  its  business  strategy,  and  its  view  toward  risk.  We 
do  not  believe  it  is  necessary  for  board  members  who  are  overseeing  derivatives 
activities  to  possess  direct  experience  in  managing  the  risks.  Such  experience  is 
essential,  however,  for  line  managers  with  direct  responsibility  for  the  bank's 
derivatives  transactions. 
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A14.  Under  what  scenario(s)  could  an  individual  bank  fail  as  a  result  of  derivatives- 
related  activities?  What  catastrophes  in  the  markets  could  cause  a  derivatives- 
related  bank  failure?  Are  banks  required  to  formulate/simulate  plans  for  such 
catastrophes? 


As  the  response  to  question  Al  describes,  institutions  engaging  in  derivatives  activities 
take  on  risks  that  are  often  linked  in  complex  ways.  If  improperly  managed,  those 
risks  could  result  in  substantial  harm  to  the  bank.  Furthermore,  the  growth  of 
derivatives  markets,  and  the  complexity  inherent  in  many  derivative  instruments,  has 
increased  the  vulnerability  of  individual  firms  and  the  financial  system  as  a  whole  to 
external  shocks. 

The  OCC  believes  that  the  best  and  appropriate  defense  against  such  events  is  for  each 
bank  engaging  in  derivatives  activity  to  properly  measure,  manage,  and  control  their 
risk.  Our  forthcoming  guidance  on  financial  derivatives  activities  will  require  national 
banks  to  adopt  and  have  in  place  a  "no  surprises"  risk  management  policy.  We  will 
require  national  bank  dealers  of  derivative  products  to  regularly  perform  scenario 
analysis  to  determine  the  effect  of  various  market  environments,  including  abnormal 
market  environments,  on  the  market  value  of  their  portfolios.  The  guidance  will 
emphasize  the  need  for  banks  to  be  prepared  for  such  conditions  by  performing 
simulations  under  which  normal  assumptions  about  market  conditions  no  longer  apply. 
We  will  require  banks  to  be  aware  of  how  their  portfolios  would  perform  in  the  event 
of  abnormally  large  market  swings,  a  prolonged  period  of  market  inactivity,  an  overall 
disruption  in  market  liquidity,  or  declines  in  the  credit  quality  of  the  bank  itself  or 
specific  major  counterparties;  and,  we  require  banks  to  develop  contingency  plans 
accordingly. 

Such  precautions  will  greatly  reduce  the  likelihood  that  significant,  common  market 
events--such  as  unexpectedly  large  and  volatile  fluctuations  in  interest  or  exchange 
rates— could  either  give  rise  to  failure  of  an  institution  or  have  systemic  consequences. 
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Bl.      What  percentage  of  derivatives  products  are  provided  by  commercial  banks  (i.e. 
what  is  commercial  bank  market  share? 


Commercial  banks'  share  of  derivatives  markets  cannot  be  calculated  because  the  sizes 
of  the  markets  are  unknown.  The  limited  data  on  derivatives  that  are  available  are  not 
comparable  to  the  available  data  on  banks'  derivative  activities.  There  is  no  single 
entity  of  which  we  are  aware  that  monitors  and  collects  data  on  activities  in  derivatives 
markets  domestically  or  worldwide;  and  given  the  customized  namre  of  some  OTC 
derivatives,  it  would  be  difficult  to  obtain  completely  comprehensive  data  on  overall 
market  activity. 

However,  several  entities  collect  information  that  provide  insight  into  certain  kinds  of 
derivative  activity.  The  World's  Major  Swap  Dealers,  published  by  Swaps  Monitor 
Publications,  Inc.  in  November  1992,  reports  derivative  data  obtained  fi-om  audited 
1991  public  information.  (See  the  following  table.)  The  report  covers  many,  but  not 
all,  of  the  world's  major  companies  active  in  selected  derivative  products.  The  data 
are  on  a  consolidated  company  basis,  so  for  U.S.  firms,  the  data  are  for  bank  holding 
companies  (BHC)  rather  than  for  commercial  banks.  The  data  indicate  that  U.S. 
BHCs  have  significant  total  market  share  in  the  four  derivative  product  types.  Please 
note,  however,  that  the  data  on  the  volume  of  derivative  contracts  contain  an  unknown 
amount  of  double  counting  because  two  reporting  entities  involved  in  opposite  sides  of 
the  same  contract  both  may  be  included. 
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U.S.  Bank  Holding  Companies 

Share  of  World  Derivative  Markets 

Selected  Products 

($  billion) 

Interest  rate  swaps:    thirty-five  of  the  largest  firms 
World  total  $3,275 

U.S.  BHC  total  $1,504 

U.S.  BHC  share  46% 

Interest  rate  options:    twenty-three  of  the  largest  firms 
World  total  $1,262 

U.S.  BHC  total  $   812 

U.S.  BHC  share  64% 

Currency  swaps:    sixteen  of  the  largest  firms 
World  total  $  485 

U.S.  BHC  total  $   302 

U.S.  BHC  share  62% 

Foreign  exchange  forwards:    forty-four  of  the  largest  firms 
World  total  $4,921 

U.S.  BHC  total  $2,526 

U.S.  BHC  share  51% 

Source:  The  data  given  in  the  table  are  based  on  data  from  The 

World's  Major  Swc^  Dealers 
Swaps  Monitor  Publications,  Inc.,  1992 
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B2.  Please  provide  a  list  of  commercial  banks  that  offer  derivative  products.  Break 
the  information  down  by  type  of  derivative  product,  and  identify  the  banks  that 
are  considered  dealers. 


The  attached  tables  provide  the  notional  amount  of  derivative  activities  as  of  June  30, 
1993,  for  commercial  banks  that  engage  in  derivative  activities.  The  tables  report  the 
derivatives  activities  of  each  of  the  25  commercial  banks  with  the  most  derivatives 
activities  by  type  of  activity  and  the  other  banks  that  also  engage  in  the  activity.  These 
other  banks  are  not  listed  separately  because,  while  there  are  591  other  commercial 
banks  reporting  derivatives  holdings,  they  account  for  only  4  percent  of  the  notional 
amount  of  outstanding  contracts.  There  are  four  tables  reporting  the  notional  amount 
of  outstanding  contracts  for  conmiercial  banks  and  four  identical  tables  for  national 
banks.'"  The  tables  provide  data  on  total  derivatives  activities,  fumres  and  forwards 
activities,  swap  contracts,  and  option  contracts. 

The  OCC  considers  a  bank  to  be  a  derivatives  dealer  when  it  takes  on  principal  risk 
and  actively  provides  market  liquidity  to  customers  and  other  dealers.  By  that 
definition,  there  are  10  commercial  banks  that  are  derivatives  dealers.  Six  of  those 
banks  are  national  banks,  which  are  supervised  by  the  OCC.  The  six  national  banks 
are: 

Citibank  N.A. 

Chase  Manhattan  Bank  N.A. 

Bank  of  America  N.T.&S.A. 

First  National  Bank  of  Chicago 

Continental  Bank  N.A. 

Republic  National  Bank  of  New  York. 


In  general,  the  large  bank  holding  companies  conduct  their  derivatives  activities  in  their  lead 
banks.  It  should  be  noted,  however,  that  in  many  instances  the  reported  notional  amount  of 
outstanding  contracts  at  the  lead  bank  (which  are  the  amounts  given  in  the  attached  tables)  are 
greater  than  the  amount  reported  by  the  holding  company.  This  is  because  the  contracts  that  a 
bank  enters  into  widi  other  holding  company  subsidiaries  are  netted  in  the  holding  company 
reports. 
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There  are  four  state-chartered  banks,  supervised  by  the  Federal  Reserve  Board,  that  are 
derivatives  dealers.    Those  banks  are: 

Chemical  Bank 
Bankers  Trust 
Morgan  Guaranty 
Bank  of  New  York. 
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B3.      Are  bank  derivatives  activities  profitable?  How  important  are  derivatives-related 
products  to  overall  bank  profitability? 


There  are  currently  no  comprehensive  or  systematic  sources  of  data  on  the  profitability 
of  bank  derivatives  activities  that  are  comparable  across  banks  or  banking  companies. 
Our  examiners  monitor  the  level  of  a  bank's  risk  and  the  quality  of  its  risk  management 
associated  with  derivatives  activities  in  relation  to  the  bank's  other  activities  (e.g., 
trading,  dealing,  and  treasury  functions);  therefore,  our  analysis  does  not  require  banks 
to  separately  identify  profits  from  their  derivatives  and  non-derivatives  activities. 
Moreover,  it  is  difficult  for  most  companies,  including  banks,  to  allocate  costs  to 
earnings  in  a  way  that  allows  them  to  correctly  measure  profits  in  a  specific  segment 
of  their  business,  particularly  when  that  business  is  intimately  linked  to  other  activities 
in  which  the  company  is  engaged.  Therefore,  we  cannot  provide  an  industry  analysis 
of  whether  derivatives  activities  are  profitable  or  how  important  they  are  to  overall 
bank  profitability.  However,  the  observation  that  bank  derivative  activity  is  highly 
skewed  toward  the  largest  banks  leads  us  to  infer  that  bankers  at  these  institutions 
engage  in  derivative  activity  because  it  is  or  will  become  profitable,  or  because  it  will 
help  the  bank  in  other  ways,  such  as  by  reducing  interest  rate  risk  or  foreign  exchange 
rate  risk,  or  by  serving  customer  needs. 

Publicly  disclosed  data  sources  such  as  the  regulatory  reports  of  financial  condition 
(Call  Reports)  or  SEC  filings  do  not  provide  information  that  would  enable  us  to 
calculate  the  profitability  of  bank  derivatives  activities.  Revenues  and  expenses  from 
derivatives  do  not  appear  as  separate  items  on  the  Call  Report.  All  of  the  reported 
income  and  expense  categories,  including  the  interest  income,  interest  expense,  and 
other  noninterest  income  and  expense  categories,  include  many  activities  besides 
derivative  product  activity,  so  we  cannot  isolate  derivative  profitability.  For  example, 
within  the  noninterest  income  category,  derivative  activity  can  affect  income  from 
foreign  exchange  transactions  and  other  noninterest  income.  Furthermore,  regulators 
do  not  require  banks  to  report  operating  expenses-items  such  as  salaries,  rent,  and 
supplies~by  product  line. 

Public  reports  filed  by  banks  or  their  holding  companies  with  the  SEC~armual  reports, 
10-K's,  and  other  SEC  filings-sometimes  provide  information  about  derivative  activity, 
but  such  disclosure  is  neither  complete  nor  systematic,  and  it  does  not  address 
derivative  profitability. 

Other  potential  sources  of  information  on  the  profitability  of  bank  derivatives  activity 
include  trade  groups  and  investment  analysts.  Trade  group  surveys  can  be  helpful,  but 
we  have  found  that  they  are  not  comprehensive  and  do  not  provide  profitability 
information.  Investment  company  analysts  sometimes  publish  company-specific 
derivative  information,  either  obtained  from  the  company's  management  or  inferred 
from  analysis  of  financial  statements.  Analysts'  reports  contain  information  for  certain 


433 


-27- 


individual  banks,  but  they  do  not  address  the  profitability  of  derivatives  activities 
overall. 
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Cl.      What  are  the  pro's  and  con's  related  to  the  concentration  of  bank  derivative 
activities  in  a  handful  of  large  money  center  banks? 


Large  institutions  are  more  likely  than  smaller  institutions  to  have  the  resources  that  are 
necessary  to  implement  sophisticated  systems  for  managing  the  complexities  that  are 
often  inherent  in  derivatives  portfolios.  Large  institutions  are  also  more  lilcely  to  hold 
large  capital  bases  to  absorb  potential  losses.  Market  participants  appear  to  favor  the 
existing  degree  of  concentration,  which  is  largely  driven  by  dealer  activities,  because 
of  their  need  to  have  strong,  highly-rated,  and  sophisticated  counterparties.  Moreover, 
the  concentration  of  derivatives  activities  in  a  few  large  institutions  facilitates  the 
regulatory  supervision  of  these  activities. 

Some  observers  have  argued  that  the  concentration  of  derivatives  activity  in  only  a 
small  number  of  institutions  enables  those  firms  to  extract  abnormally  large  profits  from 
derivatives  transactions,  at  the  expense  of  their  customers.  There  are,  however,  several 
large  U.S.  non-bank  financial  institutions  that  compete  with  banks  in  derivatives 
markets.  There  are  also  a  large  number  of  foreign  bank  and  non-bank  financial 
institutions,  including  major  banks  and  securities  firms  in  the  United  Kingdom,  Japan, 
France,  and  Switzerland,  participating  in  those  markets.  Overall,  we  believe  that  there 
are  sufficient  numbers  of  market  players  to  ensure  competitive  pricing. 
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C2.      For  each  of  the  ten  largest  bank  derivatives  dealers,  indicate  the  credit  exposure 
related  to  derivatives  as  a  percentage  of  the  banks  capital. 


The  attached  table  provides  data,  based  on  bank  Call  Reports,  on  the  credit  exposure 
and  capital  of  the  10  commercial  banks  that  are  derivatives  dealers.  The  tables  are 
based  on  the  risk-based  capital  definition  of  the  credit  equivalent  amount  of  derivatives 
activities.  This  calculation  includes  the  amount  of  money  it  would  cost  the  bank  to 
replace  its  contracts  and  an  add-on  estimate  of  potential  future  credit  exposure. 

These  estimates  differ  significantly  from  banks'  internal  estimates  of  their  credit 
exposure  because  they  do  not  take  into  account  some  contractual  provisions  that  reduce 
credit  risk  exposure.  For  example,  these  estimates  do  not  consider  the  presence  of 
collateral,  which  may  eliminate  the  credit  risk.  The  estimates  also  only  reflect  the 
netting  of  contracts  with  a  single  counterparty  where  netting  by  novation  is  possible. 
A  bank's  overall  net  position  to  a  single  counterparty  may  be  significantly  less  than  the 
exposure  reflected  in  these  estimates.  In  evaluating  these  data,  therefore,  it  is 
important  to  note  that  the  credit  exposure  calculation  represents  a  "worst  case"  scenario 
because  it  is  based  on  the  assumption  that  all  counterparties  would  default  on  the 
reported  contracts. 

Finally,  OCC's  examiners  in  dealer  banks  report  that,  thus  far,  the  credit  loss 
experience  from  derivatives  activities  compares  quite  favorably  with  the  loss  experience 
associated  with  traditional  lending  activities.  In  all  likelihood,  the  lower  loss  rate 
reflects  at  least  in  part  the  emphasis  derivatives  market  participants  place  on  the 
creditworthiness  of  counterparties. 
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C3.  Does  your  agency  have  defined  criteria  that  must  be  met  before  a  bank  can  offer 
derivative  products?  Do  banks  need  to  notify  your  agency  prior  to  becoming  a 
dealer  in  derivative  products? 


Under  current  regulations,  national  banks  are  not  required  to  notify  the  OCC  prior  to 
becoming  a  dealer  in  derivative  products.  Rather,  our  examiners  evaluate  a  bank's 
entrance  into  the  market  as  a  derivatives  dealer  through  the  normal  supervisory  process. 
Of  the  limited  number  of  national  banks  involved  in  derivative  products,  only  a  few  of 
the  larger  banks  function  as  derivatives  dealers.  The  OCC's  ongoing  supervision  of 
the  larger  national  banks  ensures  that  none  of  these  banks  enter  the  derivatives  market 
in  a  dealer  capacity  without  prior  discussions  with  representatives  of  the  OCC. 

The  criteria  used  by  the  OCC  to  decide  whether  a  bank  can  become  a  dealer  in 
derivative  products  include  the  bank's  management  ability  and  degree  of  capital 
adequacy.  The  OCC  evaluates  these  two  factors  as  they  relate  to  the  various  risks 
posed  to  which  an  institution  is  exposed  as  a  result  of  engaging  in  derivative 
transactions. 

The  OCC  evaluates  management  ability  through  an  assessment  of  risk  governance  by 
senior  management  and  the  board.  Senior  management  and  the  board  should  review, 
where  applicable,  descriptions  of  the  relevant  financial  products,  markets,  and  business 
strategies;  an  analysis  of  the  risks  that  may  arise  from  the  activities;  the  procedures  for 
monitoring  and  controlling  those  risks;  the  relevant  accounting  guidelines;  and  a  legal 
opinion  as  to  whether  the  activities  are  permissible.  Senior  management  and  the  board 
must  also  ensure  that  proper  controls  such  as  operating  procedures  and  audit  coverage 
are  in  place  before  the  bank  initiates  derivatives  transactions. 
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Dl.      How  does  your  agency  define  and  identify  speculation?    Are  there  any  rules  or 
regulations  involving  bank  speculation  with  derivative  products? 


A  speculator  is  a  market  participant  who,  by  establishing  an  open  position  in  a  market 
or  markets,  seeks  to  profit  from  market  movements.  Speculators  provide  an  important 
source  of  liquidity  to  financial  markets  by  accommodating  other  market  participants 
who  do  not  choose  to  take  a  view  on  market  movements. 

We  expect  banks  to  monitor  and  limit  the  degree  to  which  they  take  unhedged 
positions,  and  some  banks  establish  special  units  within  the  bank  to  conduct  such 
activities.    OCC  examiners  pay  special  attention  to  open  positions. 

As  the  response  to  Questions  D2  and  D3  describes,  for  the  six  national  banks  that  are 
dealers  in  derivative  products,  approximately  10  percent  of  their  derivatives  activities 
represent  transactions  that  are  entered  into  for  the  bank's  own  risk  management.  Risk 
management  activities  include  derivative  transactions  entered  into  for  hedging  purposes. 
In  all  cases,  derivatives  activities  must  be  conducted  in  a  manner  that  is  consistent  with 
safe  and  sound  banking  practices. 

OCC  does  not  have  policies  that  specifically  address  bank  speculation  using  derivative 
products.  However,  OCC  policy  requires  all  national  banks  whose  activities  involve 
risk-taking  to  adequately  measure  and  monitor  their  risk,  and  to  control  their  risk  by 
setting  and  adhering  to  formal  risk  limits,  and  to  hold  adequate  capital  against  their  risk 
exposures.  The  forthcoming  banking  circular  on  risk  management  of  financial 
derivatives  will  make  clear  the  need  for  all  national  banks  engaged  in  derivatives 
activities  to  have  adequate  systems  for  measuring,  monitoring,  and  controlling  the  risks 
from  those  activities.  Furthermore,  the  circular  will  state  that  banks  whose  derivatives 
activities  involve  active  position-taking  should  have  adequate  risk  measurement  systems 
that  facilitate  scenario  testing  and  enable  management  to  assess  the  potential  impact  of 
various  changes  in  market  factors  on  the  value  of  earnings  and  capital. 
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D2.      What  percentage  of  bank  derivatiTe  transactions  are  related  to  a)  market  making 
functions?   b)  speculation?  c)  risk  arbitrage? 

D3.      To  what  extent  do  banks  enter  into  derivatives  contracts  to  hedge  or  square 
positions  on  their  own  balance  sheets? 


Data  of  this  type  are  not  reported  in  any  centralized  location  and  are  only  available 
through  the  examination  process.  Therefore,  we  can  only  provide  data  about  the  banks 
for  which  we  have  supervisory  responsibility. 

For  the  six  national  banks  that  are  dealers  in  derivative  products,  approximately  90 
jjercent  of  their  derivatives  activities  are  entered  into  as  part  of  the  banks'  market- 
making  functions,  and  approximately  10  percent  of  those  activities  represent 
transactions  that  are  entered  into  for  the  banks'  own  risk  management. 

The  aggregate  breakout  of  activities  by  purpose  masks  a  great  deal  of  variation.  The 
breakout  varies  significantly  across  institutions,  within  an  institution  across  products, 
and  within  and  across  institutions  over  time.  Moreover,  we  cannot  use  these  data  to 
determine  the  extent  to  which  the  transactions  that  banks  enter  into  for  risk  management 
purposes  are  related  to  market-making  functions,  speculation,  or  risk  arbitrage.  In 
general,  banks  enter  into  derivatives  activities  to  manage  their  risk  profiles. 
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D4.  What  percentage  of  bank  derivatives  transactions  are  entered  into  with  a)  other 
market  makers?  b)  flnancial  versus  nonfinancial  end-users?  c)  existing  bank 
customers?  d)  for  the  bank's  proprietary  purposes? 


Data  of  this  type  are  not  reported  in  any  centralized  location  and  are  available  only 
through  bank  examiners.  Therefore,  the  OCC  can  only  provide  data  about  the  banks 
for  which  we  have  supervisory  responsibility. 

As  stated  in  the  response  to  Questions  D2  and  D3,  for  the  six  national  banks  that  are 
dealers  in  derivative  products,  approximately  90  percent  of  the  derivatives  activities  are 
entered  into  as  part  of  the  banks'  market-making  functions.  Approximately  10  percent 
of  those  activities  are  for  the  banks'  own  risk  management,  which  includes  both 
position-taking  (e.g.,  proprietary  trading)  and  risk  reduction  activities.  Approximately 
55  percent  of  their  counterparties  are  other  market  makers.  The  other  45  percent  of 
counterparties  are  end-users.  Of  those  end-users,  47  percent  are  financial  end-users 
and  53  percent  are  non-financial  end-users.  All  of  those  end -users  are  existing  bank 
customers. 

This  aggregate  breakout  of  derivatives  activities  by  counterparties  masks  a  great  deal 
of  variation.  The  types  of  counterparties  vary  significantly  across  institutions,  within 
an  institution  across  products,  and  within  and  across  institutions  over  time. 
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El.      What  are  the  pro's  and  con's  of  requiring  banks  to  establish  separately  capitalized 
subsidiaries  to  engage  in  derivatives  activities? 


A  number  of  banks  have  communicated  to  us  what  they  believe  would  be  the 
advanuges  to  establishing  separately  capitalized  subsidiaries  to  engage  in  derivatives 
activities.  The  derivatives  markets  exert  substantial  pressure  on  participants  to  be 
highly  creditworthy,  and  bankers  have  argued  that  a  separately  capitalized  subsidiary 
that  garnered  a  higher  credit  rating  than  the  parent  bank  could  enable  them  to  increase 
the  credit  quality  of  their  derivatives  transactions.  A  higher  rating  could  also  result  in 
reduced  funding  and  transaction  costs.  As  a  result,  the  investment  of  capital  in  an 
operating  subsidiary  could  be  more  efficient  than  a  comparable  investment  in  the  bank, 
and  could  generate  improved  revenue  streams  for  the  parent  as  well  as  better  product 
and  pricing  alternatives  for  the  bank's  customers. 

The  OCC  does  not  believe,  however,  that  all  national  banks  should  be  required  to 
establish  separately  capitalized  subsidiaries  to  engage  in  derivatives  activities.  National 
banks  can  effectively  manage  the  risks  involved  in  derivative  activities  in  the  bank  itself 
if  proper  risk  management  systems  are  in  place. 

Moreover,  all  banks  engaging  in  derivatives  activities  already  face  several  powerful 
constraints  that  encourage  risk  management.  As  noted  above,  the  derivatives  markets 
exert  powerful  discipline  on  participants  to  be  highly  creditworthy,  either  by 
maintaining  high  credit  ratings  or  by  dedicating  high-quality  collateral  to  each 
transaction.  The  depositor  preference  provisions  of  the  Omnibus  Budget  Reconciliation 
Act  of  1993  give  further  incentive  to  bank  participants  in  derivatives  markets  to  be 
creditworthy.  Because  the  Act  subordinates  all  the  bank's  non-deposit  creditors  to  the 
deposit  insurance  fund  in  the  event  of  a  bank  failure,  market  participants  are  likely  to 
enter  into  transactions  with  a  bank  counterparty  only  where  the  threat  of  the  bank's 
failure  is  minimal.  Additionally,  the  OCC's  policies  require  banks  to  have  limits 
regarding  collateral  for  derivatives  transactions,  in  order  to  protect  the  liquidity  of  the 
bank.  The  OCC  also  requires  banks  to  have  strong  policies  and  procedures  to  measure, 
monitor,  and  control  their  risks  associated  with  their  risk-taking  activities,  including 
their  derivative  activities. 

Requiring  banks  to  esublish  separately  capitalized  subsidiaries  to  conduct  derivatives 
activities  would  imp>ose  costs  that  could  be  high  enough  to  prevent  certain  banks, 
particularly  small  end-user  banks,  from  engaging  in  derivatives  activities  that  would 
enable  them  to  enhance  their  safety  and  soundness  by  more  effectively  managing  their 
risk. 
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E2.      In  providing  derivatives  products,  to  what  extent  does  deposit  insurance  provide 
banks  with  an  advantage  or  disadvantage  over  nonbanli  competitors? 


Deposit  insurance  does  not  provide  banks  with  a  clear  advantage  over  non-bank 
competitors  in  the  derivatives  market.  Although  the  existence  of  deposit  insurance 
enables  banks  to  attract  funds,  sometimes  more  cheaply  than  their  competitors,  it  also 
imposes  considerable  costs.  For  example,  banks  pay  insurance  premiums  on  their 
insured  deposits,  and  face  a  greater  degree  of  regulation  and  supervision  as  compared 
to  many  of  their  competitors.  Furthermore,  deposit  insurance  does  not  protect  parties 
to  a  derivatives  transaction  from  risk  of  loss,  and  thus  does  not  provide  banks  with  any 
direct  advantage  over  non-bank  competitors  in  that  regard. 

The  enactment  of  the  depositor  preference  provision  of  the  Omnibus  Budget 
Reconciliation  Act  of  1993  appears  to  have  reduced  any  indirect  competitive  advantage 
that  banks  may  have  had  in  the  past  by  transferring  more  of  the  cost  of  bank  failures 
to  banks'  creditors  and  counterparties.  This  risk  transfer  increases  the  risk  premium 
banks  pay  to  uninsured  creditors,  thereby  altering  the  pricing  of  derivatives  by  the 
banks'  counterparties  and  creating  the  potential  for  an  increase  in  both  the  spread  and 
collateralization  required  of  banks. 
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RESPONSES  TO  QUESTIONS  ON  THE  SAFETY  AND  SOUNDESS  ISSUES 
ASSOCIATED  WTTH  BANK  DERIVATIVES  ACTIVmES 


Al.  Does  the  OCC  currently  encourage  or  discourage  national  banks  from  setting  up 
separately  capitalized  subsidiaries  to  engage  in  derivatives-related  activities?  Over 
the  past  several  years,  how  many  national  banks  applied  to  establish  separately 
capitalized  subsidiaries  to  engage  in  derivative-related  activities?  Has  the  OCC 
acted  on  those  applications?  Please  explain  the  reasons  the  OCC  approved  or 
denied  each  application?  Has  the  OCC  encouraged  banks  to  withdraw  such 
applications? 


The  OCC  has  received  and  approved  applications  in  the  past  five  years  from  nine  banks 
wishing  to  establish  or  expand  consolidated  subsidiaries  that  have  separate  capital  and 
conduct  derivatives-related  activities. '  The  OCC  approved  the  applications  from  those 
banks  because  establishment  of  the  subsidiaries  appeared  to  be  consistent  with  prudent 
banking  principles,  was  legally  permissible,  and  conformed  to  OCC  policy.  These 
subsidiaries  are  only  allowed  to  perform  activities  that  can  be  carried  out  by  the  parent 
bank.  Most  of  the  applications  were  approved  subject  to  certain  conditions  relating  to 
the  operations  of  the  subsidiary  and  the  investment  of  the  parent  in  the  subsidiary.^ 

The  OCC  does  not  believe  that  it  is  necessary  for  national  banks  to  establish  separately 
capitalized  subsidiaries  to  engage  in  over-the-counter  (OTC)  derivatives  activities. 
Some  traditional  banking  activities,  like  some  derivatives  activities,  Involve  risks  that 
are  significant  and  that  require  sophisticated  risk  management  systems.  Our  concern 
is  that  banks  successfully  measure,  monitor,  and  control  the  risks  from  those  activities, 
whether  they  are  conducted  within  the  bank  itself,  or  in  a  separately-capitalized 
subsidiary  of  the  bank. 


1 


In  each  of  these  cases,  the  banks  have  established  or  acquired  operating  subsidiaries  that 
are  either  a  Securities  and  Exchange  Commission  (SEC)-registered  broker-dealer  or  a 
Commodities  Futures  Trading  Commission  (CFTC)-registered  fumres  commission 
merchant  to  engage  primarily  in  exchange-related  derivatives  activities.  Those 
subsidiaries  are  engaged  in  one  or  more  of  the  following  activities:  (1)  providing 
brokerage  and  futures  commission  merchant  services;  (2)  maintaining  membership  on 
exchanges  and  acting  as  a  clearing  member;  (3)  providing  margin  financing  from  a  bank 
branch  office;  (4)  engaging  in  securities  lending  by  borrowing  securities  from  third 
parties  to  re-lend  to  customers;  and  (5)  holding  seats  on  various  exchanges  to  lease  to 
trading  customers. 

For  example,  such  conditions  limit  permissible  activities  and  the  size  of  the  bank's 
investment  in  the  subsidiary,  require  the  bank  to  establish  written  policies  and  internal 
controls  and  comply  with  applicable  OCC  guidance,  prohibit  the  bank  from  acquiring  a 
clearing  house  membership,  and  require  the  bank  to  seek  OCC  approval  of  certain 
changes  in  circumstances  or  expansion  in  activities. 
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We  also  recognize,  however,  that  some  banks  may  prefer  to  conduct  their  OTC 
derivatives-related  activities  in  separately -capitalized  subsidiaries.  Under  certain 
circumstances,  a  subsidiary  can  receive  a  credit  rating  that  is  higher  than  that  of  the 
parent  bank.  Because  counterparty  credit  quality  has  become  increasingly  important 
in  the  OTC  derivatives  business,  a  higher  credit  rating  would  allow  the  subsidiary  to 
conduct  business  with  higher  quality  counterparties  and  engage  in  a  greater  volume  of 
business  than  could  the  bank.  This  would  allow  the  bank  to  improve  its  own  risk 
management,  the  quality  of  its  customer  service,  and  its  potential  profitability.  In 
addition,  the  bank  would  be  able  to  use  its  capital  more  efficiently,  improve  its 
profitability,  and  possibly  improve  its  liquidity  due  to  the  decreased  need  for  collateral. 

The  OCC  has  received  only  two  applications  from  banks  seeking  to  establish 
subsidiaries  that  were  to  be  structured  so  that  they  would  receive  higher  credit  ratings 
than  the  parent  banks.  The  banks  decided  to  withdraw  their  applications  before  we 
acted  on  them. 

We  understand  that  an  increasing  number  of  non-bank  financial  institutions  and  foreign 
banks  are  considering  the  establishment  of  separately-capitalized  subsidiaries  that  would 
engage  in  OTC  derivatives  activities.  Each  of  these  subsidiaries  would  be  structured 
to  obtain  a  credit  rating  higher  than  that  of  the  parent  financial  institution. 
Accordingly,  we  anticipate  increased  interest  in  such  strucmres  by  national  banks. 

The  OCC  would  consider  any  future  applications  from  national  banks  wishing  to 
establish  such  subsidiaries  case -by -case.  In  each  case,  we  would  carefully  consider  the 
decreased  availability  of  the  subsidiary's  assets  to  the  FDIC  in  the  event  of  failure  of 
the  parent  bank,  as  well  as  the  benefits  such  an  arrangement  could  provide.  The  OCC 
would  also  carefully  evaluate  the  financial  and  managerial  soundness  of  the  parent 
bank. 
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A2.  How  does  a  bank's  credit  rating  affect  its  ability  to  provide  derivatives  products 
to  its  customers?  How  does  a  bank's  credit  rating  affect  its  ability  to  perform 
market  making  functions  in  derivative  products? 


Ratings  by  nationally-recognized  statistical  rating  services  have  a  significant  influence 
on  both  the  class  of  customers  that  are  available  to  a  bank  and  the  terms  under  which 
its  business  may  be  conducted.  This  becomes  a  significant  issue  when  a  bank  is  rated 
lower  than  the  equivalent  of  an  AA  rating  from  Moody's  or  Standard  &  Poor's.  Many 
highly  rated  institutions  will  not  engage  in  derivatives  transactions  with  lower-rated 
counterparties;  others  either  limit  transactions  with  lesser-rated  entities,  require 
significant  credit  enhancements,  or  require  more  favorable  terms.  When  a  highly-rated 
customer  chooses  to  conduct  derivatives  business  with  a  lower-rated  bank,  the 
transaction  may  be  executed  on  terms  which  provide  pricing,  payment,  timing  and 
collateral  benefits  to  the  higher- rated  party.  Indeed,  when  business  is  conducted 
between  counterparties  that  have  different  ratings,  or  when  one  counterparty  believes 
that  the  other  counterparty  may  receive  a  lower  rating  in  the  fumre,  it  is  not  unusual 
for  derivatives  contracts  to  contain  provisions  that  will  permit  the  stronger  counterparty 
to  alter  the  contract  terms  in  the  event  of  a  ratings  downgrade. 

A  deterioration  in  a  bank's  credit  rating  affects  its  ability  to  function  as  a  market  maker 
in  several  ways;  (1)  by  increasing  the  price  it  must  pay  to  obtain  a  derivatives 
contract;  (2)  by  forcing  the  bank  to  shorten  the  maturity  of  contracts;  (3)  by  increasing 
the  likelihood  that  the  bank's  attempts  to  secure  contracts  through  the  broker  market 
will  be  rejected;  and  (4)  by  imposing  collateralization  requirements,  and  hence 
additional  costs,  on  the  bank. 

A  weak  credit  rating  also  affects  a  bank's  ability  to  offset  customer  transactions, 
adversely  affecting  its  ability  to  competitively  price  its  customer's  trades  and 
complicating  the  bank's  own  risk  management. 

A  bank  can  offset  the  negative  affects  of  poor  credit  ratings  on  its  derivatives  business 
by  conducting  the  business  through  a  separately-capitalized  subsidiary  of  the  bank.  In 
those  cases,  rating  services  assign  a  higher  credit  rating  to  a  well-capitalized  subsidiary 
than  to  the  parent  bank.  In  some  cases,  the  subsidiary's  rating  is  as  much  as  two  rating 
classes  higher  than  that  of  the  parent  bank. 

In  general,  each  separately-capitalized  subsidiary  is  individually  evaluated  by  the  ratings 
services.  However,  reflecting  the  market's  belief  that  the  FDIC  may  draw  on  the 
assets  of  the  subsidiary  in  the  event  of  failure  of  the  parent  bank,  the  rating  services 
will  probably  continue  to  tie  the  (higher)  rating  of  the  subsidiary  to  the  rating  of  the 
bank  regardless  of  the  capitalization  of  the  subsidiary. 
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Bl.  What  percentage  of  bank  derivative  transactions  are  arranged  over-the-counter 
(OTC)  as  opposed  to  being  arranged  through  an  organized  exchange?  What 
percentage  of  bank  OTC  transactions  are  between  market-makers  versus  OTC 
transactions  between  market-makers  and  their  customers? 


The  information  needed  to  answer  this  question  on  an  industry-wide  basis  is  not 
available.  OCC  examiners  surveyed  the  six  national  banks  that  we  have  identified  as 
derivatives  dealers  and  found  that  for  those  banks,  on  average,  79  percent  of 
derivatives  transactions  are  OTC;  and  the  remaining  21  percent  are  exchange-traded.' 
From  that  same  survey,  our  examiners  found  that,  on  average,  60  percent  of  the  OTC 
derivatives  transactions  are  between  market-makers;  and  40  percent  are  transactions 
between  market-makers  and  their  customers. 


^    Those  six  national  banks  account  for  88  percent  of  the  total  outstanding  derivatives 
contracts  held  by  naticmal  banks,  when  measured  in  notional  amounts. 
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B2.      What  are  the  differences  in  the  markets,  and  what  special  supervisory  issues  arise 
as  result  of  the  differences  in  the  markets? 


The  markets  for  exchange-traded  derivatives  (futures  and  options)  differ  from  OTC 
markets  for  derivatives  mstruments  in  several  key  respects.  Futures  exchanges  provide 
a  marketplace  for  trading  standardized  contracts,  and  require  the  value  of  each  position 
to  be  reconciled  to  the  market,  or  marked-to-market,  at  the  end  of  each  trading  day. 
Any  such  change  in  value  is  paid  to,  or  received  from,  the  clearing  house  of  the  futures 
exchange  (through  its  clearing  members)  at  the  end  of  each  day.  All  futures  market 
participants  are  required  to  post  a  performance  bond  (initial  margin)  by  the  opening  of 
business  on  the  day  after  the  contract  is  established,  equal  to  a  certain  percentage  of 
the  notional  principal  amount  of  the  contracts.  If  the  value  of  the  position  falls, 
causing  the  margin  account  to  decrease  below  a  preset  maintenance  level,  the  clearing 
house  requires  the  contract  holder  to  make  payment  to  bring  the  margin  account  back 
up  to  the  initial  margin  level.  These  features-standardized  contracts,  daily  settlement 
of  gains  and  losses,  the  role  of  the  clearing  house  as  counterparty  to  all  trades,  and  the 
initial  margin  requirement-significantly  reduce  the  counterparty  credit  risks  of 
exchange -traded  derivatives  as  compared  to  OTC  derivatives.  The  latter  are 
customized  instruments  which  are  individually  negotiated  and  tend  to  have  longer 
mamrities  and  greater  potential  counterparty  risk.  OTC  derivatives  contracts  do  not 
contain  standard  margin  requirements. 

The  relative  growth  of  OTC  derivatives  markets  in  recent  years  has  added  a  different 
dimension  to  systemic  risk  in  the  U.S.  and  global  banking  system.  As  we  stated  in  our 
response  to  the  first  set  of  the  Committee's  questions,  which  we  submitted  on  October 
26,  1993,  the  OCC  believes  that  the  best  defense  against  systemic  risk  is  for  each  bank 
to  implement  effective  risk  management  systems.  Those  systems  should  ultimately 
include  limits  and  controls  and  the  ability  to  actively  monitor  interconnection  risk 
resulting  from  covariances  between  one  or  more  risk  factors.  Banking  Circular  277, 
which  the  OCC  released  on  October  27,  1993,  emphasizes  the  need  for  all  banks  to 
have  risk  management  systems  in  place  that  are  sufficient  to  measure,  analyze,  and 
control  each  of  the  risks  arising  from  derivatives  activities,  and  to  have  sufficient 
capital  to  absorb  potential  losses  from  those  risks.  The  OCC  plans  to  issue  additional 
examiner  guidance  on  these  issues  within  the  next  few  months. 
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B3.      To  what  extent  does  your  agency  interface/cooperate  with  exchange  officials  (  e.g. 
NYSE,  CBOT,  etc.)  associated  with  bank  exchange  related  activities? 


From  time  to  time,  OCC  ofTicials  have  met  with  officials  of  various  exchanges 
concerning  issues  related  to  bank  exchange-related  activities  of  mutual  interest.  For 
example,  staff  have  met  to  discuss  bank  guarantees  of  subsidiary  obligations  arising 
from  the  subsidiary's  exchange  or  clearing  corporation  membership;  legal  or  regulatory 
constraints  on  exchange  contract  specifications  or  the  contracts  that  may  be  brokered 
by  the  bank's  subsidiaries;  and  the  effect  of  bank  involvement  in  equity  index  contracts 
on  the  1987  stock  market  crash.  We  have  not  met  frequently,  but  our  encounters  have 
been  cooperative. 
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B4.  To  what  extent  does  your  agency  interface/cooperate  with  the  Commodities  Futures 
Trading  Commission  (CFTC)  and  the  Securities  Exchange  Commission  (SEC) 
related  to  bank  derivatives  activities? 

Recent  legislation  has  enabled  the  CFTC  to  exempt  a  number  of  bank  derivatives 
transactions  from  the  requirements  of  the  Commodity  Exchange  Act,  as  amended.  To 
promote  interagency  coordination,  however,  OCC  staff  have  met  frequently  with  CFTC 
staff  members  to  discuss  bank-related  derivatives  market  activities  and  rulemakings. 
For  example,  we  have  had  extensive  discussions  regarding  OTC  derivatives.  To  a 
lesser  extent,  we  have  met  with  CFTC  staff  to  consult  with  them  about  their  regulatory 
processes. 

Our  contacts  with  SEC  staff  on  various  securities  and  securities  dealer  issues  are 
extensive.  However,  because  the  SEC  has  only  limited  jurisdiction  over  bank-related 
derivatives  activities,  we  have  had  less  contact  with  SEC  staff  regarding  those  issues. 
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B5.  Please  identify  exchange-related  clearing  organizations,  their  function  and  bank 
membership  in  clearing  organizations?  Who  performs  the  exchange  or  clearing 
organization  function  in  the  OTC  market? 


Futures  and  options  transactions  are  cleared  through  a  variety  of  exchange-related 
clearing  organizations,  as  indicated  in  the  tables  on  the  following  two  pages. 

A  futures  exchange  clearing  house  serves  as  the  counterparty  to  each  party  engaging 
in  a  futures  transactions  conducted  on  an  exchange.  It  tracks  all  the  transactions  that 
take  place  on  the  exchange  during  the  trading  day  and  then  calculates  the  net  position 
of  each  of  its  members  at  the  end  of  each  day.  The  clearing  house  guarantees  the 
settlement  of  matched  trades.  It  ensures  that  it  can  fulfill  its  guarantee  function  by 
requiring  its  members  to  maintain  a  margin  account  with  the  clearing  house  (the 
clearing  margin).  The  margin  account  for  each  clearing  house  member  is  adjusted  for 
gains  and  losses  at  the  end  of  each  trading  day.  In  addition,  clearing  members 
generally  are  required  to  make  a  deposit  to  a  guarantee  fund  which  further  supports  the 
obligations  of  the  clearing  house.  Furthermore,  clearing  houses  generally  have  the 
authority  to  assess  their  non-defaulting  members  for  losses  arising  out  of  the  defaults 
of  other  clearing  members. 

The  Options  Clearing  Corporation  performs  a  similar  function  for  the  organized  options 
exchanges.  It  guarantees  that  the  option  writer  will  fulfill  its  obligations  under  the 
terms  of  the  options  contract,  and  it  records  all  long  and  short  positions. 

All  options  trades  must  be  cleared  through  a  clearing  house  member.  Members  are 
required  to  have  a  certain  minimum  amount  of  capital  and  to  contribute  to  a  special 
fund  that  can  be  used  if  any  member  defaults  on  an  option  obligation.  The  Options 
Clearing  Corporation  also  requires  its  members  to  maintain  margin  accounts. 

The  OCC  does  not  allow  banks  to  be  members  of  clearing  organizations,  because  they 
would  be  required  to  pledge  their  capital  to  guarantee  clearing  house  transactions. 
OTC  derivatives  transactions  are  customized,  privately  negotiated  contracts.  In 
general,  each  party  to  an  OTC  transaction  assumes  full  responsibility  for  the 
performance  of  the  contract.  As  the  response  to  question  B6  describes,  participants  in 
OTC  markets  often  use  legally  enforceable  netting  agreements  to  reduce  counterparty 
credit  exposure. 
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TABLE  1 
FUTURES  EXCHANGES  AND  CLEARING  HOUSES  IN  THE  U.S. 


CurrerUly  Active  Futures  Markets 
Chicago  Board  of  Trade 

Chicago  Mercantile  Exchange  (CME) 

New  York  Mercantile  Exchange 
(NYMEX) 

Commodity  Exchange,  Inc.  (COMEX) 

Coffee,  Sugar  &  Cocoa  Exchange 

New  York  Cotton  Exchange 
New  York  Futures  Exchange 
MidAmerica  Commodity  Exchange 
Kansas  City  Board  of  Trade  (KCBOT) 
Minneapolis  Grain  Exchange  (MGE) 
Philadelphia  Board  of  Trade 


Clearing  Houses 

Board    of    Trade    Clearing    Corporation 
(BOTCC) 

CME  Clearing  House  Division 

NYMEX  Clearing  House  Division 

COMEX  Clearing  Association,  Inc. 

Commodity      Futures      Clearing 
Corporation  of  New  York 

Commodity  Clearing  Corp'^ration 

Intermarket  Clearing  Corporation  (ICC) 

BOTCC 

KCBOT  Clearing  Corp. 

MGE  Clearing  House  Division 

ICC 
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TABLE2 


OPTIONS  EXCHANGES  AND  CLEARING  HOUSES  IN  THE  U.S. 


Options  Mjrkets 


Clearing  Houses 


New  York  Stock  Exchange 
Pacific  Stock  Exchange 
Philadelphia  Stock  Exchange 
Chicago  Board  Options  Exchange 
American  Stock  Exchange 


Options  Clearing  Coq)oration 
Options  Clearing  Corporation 
Options  Clearing  Corporation 
Options  Clearing  Corporation 
Options  Clearing  Corporation 
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B6.      How  do  the  parties  to  a  derivatives  contract  ensure  contract  performance  in  the 
OTC  market? 


Unlike  exchange-traded  derivatives  contracts,  the  performance  of  OTC  contracts  are 
not  guaranteed  by  a  clearing  house.  Therefore,  participants  in  OTC  markets  perform 
normal  credit  analysis  to  determine  whether  credit  enhancements  are  necessary  prior 
to  entering  into  transactions. 

OTC  market  participants  tend  to  customize  their  contracts  to  include  specific 
arrangements  for  reducing  the  risk  of  non-performance  by  their  counterparties.  Such 
arrangements  vary  with  the  specific  risks  associated  with  the  counterparty,  but  can 
include  the  collateralization  of  transactions  and  the  use  of  legally  enforceable  netting 
agreements.  The  International  Swap  Dealers  Association  (ISDA)  has  designed  a  master 
agreement  for  OTC  contracts  which  includes  a  standard  bilateral  netting  provision 
through  which  the  parties  to  the  contract  agree  to  substitute  one  net  payment  obligation 
for  mutual  obligations  to  pay  and  receive  on  the  same  day.  This  minimizes  the  risk  of 
non-performance  by  reducing  the  amounts  and  number  of  payments  due  on  any  given 
date.  The  master  ISDA  form  of  agreement  also  includes  negotiable  provisions  which 
permit  the  parties  to  determine  in  advance  what  rights  and  obligations  default  or  early 
termination  will  trigger.  A  similar  master  agreement  has  been  developed  for  foreign 
exchange  transactions. 

Market  participants  can  also  minimize  the  credit  risk  related  to  OTC  contracts  by 
avoiding  concentrations  with  respect  to  a  particular  counterparty  or  type  of 
counterparty. 

Banking  Circular  277  requires  national  banks  to  develop  policies  and  procedures  to 
implement  such  controls,  in  order  to  ensure  performance  of  their  OTC  derivatives 
contracts.  In  particular,  the  Circular  states  that  national  banks  should:  (1)  have 
policies  and  procedures  that  address  significant  counterparty  exposures,  concentrations, 
and  risk  ratings;  (2)  determine  that  counterparties  have  the  legal  authority  to  enter  into 
derivatives  contracts;  and  (3)  carefully  evaluate  the  risks  of  entering  into  agreements 
that  include  early  termination  provisions  clauses  that  would  allow  a  counterparty  to 
terminate  an  agreement  upon  deterioration  of  the  bank '  s  financial  condition .  The  OCC 
will  monitor  national  banks'  compliance  with  this  guidance  during  regularly  scheduled 
examinations. 

National  banks  will  also  be  able  to  reduce  the  risk  of  non-performance  by  entering  into 
multilateral  netting  agreements,  as  those  arrangements  become  available.  In  a 
multilateral  netting  agreement,  as  in  the  case  of  a  clearing  house  for  a  fumres  or 
options  exchange,  participants  settle  all  transactions  that  originate  bilaterally  through 
a  central  party  or  clearinghouse  mechanism  which  becomes  the  legal  counterparty  for 
each  participant.    Any  loss  associated  with  a  default  by  a  single  member  would  be 
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covered  by  the  clearinghouse  and/or  its  participants.  Such  agreements  can  provide  a 
mechanism  through  which  participants  in  the  OTC  market  can  actually  ensure 
performance  on  derivatives  contracts  rather  than  simply  reducing  the  risk  of  default. 
However,  Banking  Circular  277  requires  that  any  such  clearing  house,  organization, 
or  facility  meet  the  conditions  set  forth  in  the  Report  of  the  Committee  on  Interbank 
Netting  Schemes  of  the  Central  Banks  of  the  Group  of  10  Countries  (Lamfalussy 
Report)  dated  November  1990. 


455 


13- 


Cl.  How  many  derivatives  products  (quantity  and  notional  value)  do  dealer  banks  sell 
to  their  existing  discretionary  trust  customers?  nondiscretionary  trust  customers? 
What  is  the  income  from  those  transactions? 


Banks  do  not  report  information  on  their  Call  Reports  that  would  enable  us  to  answer 
this  question  on  an  industry-wide  basis.  Call  Report  data  reflects  bank  trust  activity 
only  to  the  extent  that  such  activity  generates  fee  income  for  the  banks,  and  banks  do 
not  separately  report  the  component  of  fiduciary  fee  income  that  relates  to  derivatives 
activity.  (Banks  with  total  assets  of  less  than  $1(X)  million  and  with  domestic  offices 
only  report  their  fiduciary  fee  income  together  with  other  non-fiduciary  fee  income. 
All  other  banks  only  report  total  fiduciary  fees.) 

We  note  that  the  Employee  Retirement  Income  Security  Act  (ERISA)  prohibits  certain 
transactions  between  the  bank  or  the  holding  company  and  the  trust,  i.e.,  when  trust 
funds  are  pension  plan  assets  of  pension  funds  covered  by  ERISA. 
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C2.      Are  there  any  rules  governing  the  sale  of  derivative  products  to  a  bank's 
discretionary  or  nondiscretionary  trust  customers? 


OCC  does  not  have  specific  rules  concerning  the  sale  of  derivative  products  to  a  bank's 
trust  customers.  However,  there  are  OCC  rules  that  protect  trust  customers  from  the 
conflicts  of  interest  that  arise  when  a  bank  purchases  any  of  its  own  assets,  including 
derivative  products,  for  its  trust  accounts."  Those  rules  apply  to  all  accounts  for  which 
a  bank  has  the  authority  to  make  investments,  or  to  give  investment  advice. 

As  noted  above,  ERISA  prohibits  certain  transactions  between  the  bank  and  the  trust, 
i.e.,  when  trust  funds  are  pension  plan  assets  of  pension  funds  covered  by  ERISA. 

In  addition.  Banking  Circular  277  states  that  the  credit  officers  responsible  for 
establishing  and  approving  financial  derivatives  credit  lines  should  understand  the 
applicability  of  financial  derivatives  instruments  to  the  risks  the  bank  customer  is 
attempting  to  manage.  This  would  include  the  bank's  trust  area  acting  in  a  fiduciary 
capacity. 


Such  purchases  are  governed  by  12  CFR  9.12(a),  which  provides: 

(a)  Unless  lawfully  authorized  by  the  instrument  creating  the  relationship, 
or  by  court  order  or  by  local  law,  funds  held  by  a  national  bank  as 
fiduciary  shall  not  be  invested  in  stock  or  obligations  of,  or  property 
acquired  from,  the  bank  or  its  directors,  officers  or  employees,  or 
individuals  with  whom  there  exists  such  a  connection,  or  organizations  in 
which  there  exists  such  an  interest,  as  might  affect  the  exercise  of  the  best 
judgment  of  the  bank  in  acquiring  the  property,  or  in  stock  or  obligations 
of,  or  property  acquired  from  affiliates  of  the  bank  or  their  directors, 
officers  or  employees. 
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C3.      In  your  opinion,  is  it  a  conflict  of  interest  for  a  bank  to  sell  derivatives  products 
to  its  discretionary  or  nondiscretionary  trust  customers? 


A  conflict  of  interest  arises  when  a  bank  purchases  its  own  products,  including 
derivatives  products,  for  fiduciary  accounts,  (i.e.  those  accounts  for  which  it  has 
investment  responsibility  or  to  which  it  gives  investment  advice  or  recommendations.) 
The  OCC  regulation  which  we  cited  in  response  to  Question  C2  regulates  such  practice 
in  a  way  that  we  believe  reflects  established  principles  of  the  law  of  trusts.  Ensuring 
that  banks  comply  with  this  regulation  has  been  one  of  the  main  elements  of  OCC 
supervision  of  national  bank  fiduciary  activities. 
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Dl.      To  what  extent  do  foreign  banks  act  as  a  dealer  in  derivatives  products  in  the 
U.S.? 

D2.      Do  agencies  and  branches  of  foreign  banks  act  as  dealers  of  derivative  products? 


Data  about  the  extent  to  which  foreign  banks  act  as  dealers  in  derivatives  products'  in 
the  United  States  are  not  available.  However,  some  information  on  notional  amounts 
of  outstanding  contracts  for  certain  derivatives  products  is  available.  Table  3,  which 
we  submitted  with  the  October  26  response,  lists  the  25  U.S.  and  foreign  owned 
holding  companies  with  the  largest  amounts  of  derivatives  contracts,  as  measured  by 
notional  values.  Three  of  those  holding  companies  (marked  with  asterisks  in  the  table) 
are  U.S.  subsidiaries  of  foreign  entities. 

In  addition,  some  foreign  banks'  U.S.  branches  and  agencies  are  active  in  derivatives 
markets,  and  a  small  number  act  as  dealers.*  Table  4  lists  the  25  largest  branches  or 
agencies  of  foreign  banks,  ranked  by  notional  value  of  outstanding  derivatives 
contracts.  They  hold  notional  values  comparable  to  those  of  the  middle  third  of  the 
holding  companies  listed  in  Table  3. 

Among  the  federal  branches  and  agencies  of  foreign  banks  for  which  the  OCC  is  the 
primary  supervisor,  only  three  branches  out  of  73  are  derivatives  dealers.  Moreover, 
our  examiners  have  found  that  in  those  three  branches,  the  current  volume  of  such 
direct  dealing  is  relatively  modest.  The  transactions  in  which  these  dealer  branches  of 
foreign  banks  currently  engage  include  interest  rate  swaps,  interest  rate  options,  foreign 
exchange  options,  caps  and  floors,  and  Eurodollar  futures. 

Many  agencies  and  branches  of  foreign  banks  operating  in  the  U.S.  are  end-users  of 
derivatives  products.  In  general,  they  purchase  derivatives  products  to  enable  them  to 
better  manage  the  asset  and  liability  risks  within  their  own  businesses,  including  other 
offices  of  the  bank. 


6 


As  stated  in  the  October  26  response,  the  OCC  considers  an  entity  to  be  a  derivatives 
dealer  when  it  takes  on  principal  risk  and  actively  provides  market  liquidity  through  price 
quotes  both  to  customers  and  other  dealers. 

These  are  in  addition  to  the  10  U.S.-charteiied  commercial  banks  that  were  identified  as 
dealers  in  the  October  26  response. 
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D3.      How  important  are  foreign  banks  to  the  derivative  products  marliet  in  the  U.S.? 


Data  that  would  enable  us  to  determine  the  relative  importance  of  foreign  banks  to  the 
U.S.  market  are  not  available.  Major  foreign  banks  play  a  sizable  role  in  derivatives 
product  markets  on  a  world-wide  basis,  however.  Table  4  provides  data  on  notional 
amounts  of  derivatives  product  holdings  for  many  of  the  state  and  federal  U.S. 
branches  and  agencies  of  foreign  banks  that  are  most  active  in  derivatives  markets. 
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D4.       Is  there  adequate  coordination  with  foreign  bank  regulators  in  the 
derivative  area? 


We  believe  that  existing  coordination  among  U.S.  and  foreign  bank  regulators  on  tlie 
fiill  range  of  regulatory  issues,  including  issues  associated  with  bank  derivatives 
activity,  is  adequate  for  regulating  the  risks  associated  with  derivatives  products. 
Coordination  and  communication  among  U.S.  and  foreign  bank  regulators  has  increased 
in  recent  years,  partly  in  response  to  the  expansion  of,  and  iimovation  in,  derivatives 
markets. 

Such  coordination  occurs  through  formal  organizations,  including  the  Bank  for 
International  Settlements  and  the  Basle  Committee  on  Batiking  Supervision',  as  well  as 
through  informal  channels,  including  bilateral  and  multilateral  meetings  and  dialogues 
among  regulators,  and  training  programs  and  technical  assistance  activities  that  the  U.S. 
regulators  provide  to  foreign  bank  supervisors. 

The  OCC  occasionally  shares  supervisory  information  with  foreign  supervisors,  in  the 
context  of  the  authority  (and  related  controls  and  restrictions)  given  in  Section  206  of 
the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  (FDICIA). 


The  Basle  Committee  is  evaluating  the  credit  exposures  arising  from  bank  derivatives 
positions  in  conjunction  with  the  calculation  of  a  bank's  risk-based  capital.  As  described 
in  the  October  response,  the  OCC  is  also  participating  in  the  efforts  of  the  Basle 
Committee  to  develop  revised  capital  requirements  for  the  market  risk  in  banks'  trading 
portfolios  and  foreign  exchange  activities.  The  Basle  Committee  released  consultative 
papers  on  those  efforts  in  April,  1993. 
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El.  For  the  top  ten  bank  derivatives  dealers  for  the  past  five  years,  please  provide 
trading  assets  and  trading  income. 

E2.  For  those  same  banks  over  the  same  time  period,  what  percentage  of  each  bank's 
assets  are  trading  assets  and  what  percentage  of  income  is  derived  from  trading 
profits? 


Table  5  reports  trading  asset  information  for  each  of  the  ten  U.S. -chartered  commercial 
banks  that  is  a  dealer  in  derivatives  products.  Please  note,  however,  that  trading  assets 
are  unreliable  indicators  of  derivatives  product  activity-they  include  many  assets  that 
are  not  derivatives  products,  and  some  derivatives  product-related  entries  are  reported 
in  other  balance  sheet  accounts. 

Table  6  reports  trading  revenue  information  for  each  of  those  ten  banks.  We  have 
defined  trading  revenue  as  the  sum  of  interest  income  from  assets  held  in  trading 
accounts,  gains  (losses)  and  fees  from  assets  held  in  trading  accounts,  and  trading  gains 
(losses)  and  fees  from  foreign  exchange  transactions. 

The  table  reports  the  percentage  of  gross  revenue  that  each  bank  earns  from  its  trading 
activities,  which  include  its  derivatives  activities.  Data  on  trading  profits  are  not 
available  because  banks  do  not  report  expenses  by  product  line.  Also,  derivatives 
product  activity  is  reflected  in  several  income  statement  accounts,  including  interest 
income,  interest  expense,  trading  gains  (losses)  and  fees  from  foreign  exchange 
transactions,  all  other  noninterest  income,  and  other  noninterest  expense.  Those 
accounts  do  not  report  derivatives  activity  separately  or  exclusively. 

The  data  we  report  in  Tables  5  and  6  have  not  been  restated  to  reflect  mergers  or 
acquisitions. 
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TABLES 

TRADING  ASSETS  OF  THE  TEN  U.S.  COMMERCIAL  BANKS 

THAT  DEAL  IN  DERIVATIVES 

($   MILLIONS) 


DOLLAR  VOLUME 


Bank  Name 

1988 

1989 

1990 

1991 

1992 

1993Q2 

Chemical  Bank 

$2,936 

$595 

$1,614 

$1,516 

$2,797 

$6,142 

Bankers  Trust 

7,173 

13,814 

14,901 

21,196 

23,365 

26,758 

Citibank 

5,846 

5,957 

5,511 

10,359 

14,842 

15,303 

Morgan  Guaranty 

2,893 

3,193 

5,230 

10,487 

18,097 

26,311 

Chase  Manhattan 

2,527 

2,744 

1,638 

2,260 

4,097 

3,858 

Bank  of  America 

1,392 

1,037 

1,438 

3,178 

3,238 

5,000 

First  NB  Chicago 

560 

573 

984 

1,192 

1,807 

2,374 

Continental 

1,659 

1,447 

1,405 

1,552 

994 

1,457 

Republic 

192 

324 

113 

269 

638 

698 

Bank  of  New  York 

48 

316 

109 

914 

347 

870 

PERCENT  OF  TOTAL  ASSETS 

Bank  Name 

1988 

1989 

1990 

1991 

1992 

1993Q2 

Chemical  Bank 

5.8 

1.3 

3.4 

3.1 

2.6 

5.6 

Bankers  Trust 

13.0 

27.0 

27.8 

40.2 

41.9 

41.9 

Citibank 

3.9 

3.7 

3.5 

6.4 

9.1 

9.1 

Morgan  Guaranty 

4.1 

4.9 

7.6 

13.3 

23.6 

25.4 

Chase  Manhattan 

3.3 

3.3 

2.1 

3.0 

5.5 

4.8 

Bank  of  America 

1.7 

1.2 

1.5 

3.2 

2.4 

3.7 

First  NB  Chicago 

1.6 

1.6 

2.7 

3.7 

5.7 

7.0 

Continental 

5.4 

4.9 

5.3 

6.5 

4.5 

6.6 

Republic 

1.0 

1.5 

0.5 

1.1 

2.1 

2.5 

Bank  of  New  York 

0.2 

0.7 

0.3 

2.5 

1.0 

2.4 

Source:    Call  Reports.    The  data  have  not  been  restated  to  reflect  mergers  or  acquisitions. 
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TABLE  6 

TRADING  REVENUE  OF  THE  TEN  U.S.  COMMERCIAL  BANKS 

THAT  DEAL  IN  DERIVATIVES 

($   MILLIONS) 


DOLLAR  VOLUME 


Bank  Name 

1988 

1989 

1990 

1991 

1992 

1993Q2 

Chemical  Bank 

$550 

5524 

$667 

$533 

$894 

$692 

Bankers  Trust 

1,030 

1,549 

2,268 

1,958 

1,790 

1,091 

Citibank 

3,133 

1,820 

1,993 

2,101 

2.968 

2,025 

Morgan  Guaranty 

562 

673 

1,167 

1,800 

2,266 

1,327 

Chase  Manhattan 

478 

534 

466 

428 

663 

393 

Bank  of  America 

291 

323 

431 

590 

686 

414 

First  NB  Chicago 

272 

273 

335 

257 

302 

385 

Continental 

129 

207 

216 

111 

85 

61 

Republic 

72 

78 

101 

110 

137 

94 

Bank  of  New  York 

18 

103 

87 

119 

138 

60 

PERCENT  OF  GROSS  REVENUE 

Bank  Name 

1988 

1989 

1990 

1991 

1992 

1993Q2 

Chemical  Bank 

9.5 

9.7 

13.0 

11.3 

9.1 

14.3 

Bankers  Trust 

18.3 

23.3 

34.1 

36.1 

36.1 

38.3 

Citibank 

13.5 

6.7 

7.3 

9.5 

12.6 

16.5 

Morgan  Guaranty 

8.6 

8.9 

15.1 

23.6 

29.6 

33.7 

Chase  Manhattan 

5.0 

5.0 

4.6 

5.3 

8.4. 

9.3 

Bank  of  America 

3.2 

3.2 

3.9 

5.5 

5.7 

6.9 

First  NB  Chicago 

7.9 

7.1 

9.1 

9.2 

13.4 

28.7 

Continental 

4.2 

6.3 

7.1 

4.7 

5.0 

7.2 

Republic 

4.2 

3.6 

4.9 

6.0 

8.2 

11.5 

Bank  of  New  York 

0.9 

2.1 

1.8 

3.4 

4.7 

4.2 

Source:    Call  Reports.    The  data  have  not  been  restated  to  reflect  mergers  or  acquisitions. 
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E3.      To  what  extent  are  there  legal  and  physical  barriers  erected  between  bank 
proprietary  trading  activities  and  a  bank's  customer-related  derivatives 
activities? 


Many  national  banks  that  engage  in  OTC  derivatives  transactions  as  dealers  with 
their  customers  also  engage  in  a  relatively  small  volume  of  proprietary  trading.* 
The  OCC  does  not  require  national  banks  to  erect  any  physical  barrier  between  the 
two  functions,  or  between  customer  transactions  and  any  other  trading  activity  of  the 
bank  in  foreign  exchange,  precious  metals,  or  government  securities. 

The  OCC  believes  that  national  banks  can  safely  carry  out  both  functions  in  the 
same  department,  provided  that  the  bank  has  appropriate  systems  and  controls  in 
place.    Banking  Circular  277  emphasizes  that  dealer  banks  should  have  or 
implement  proper  systems  and  controls  to  manage  both  functions  in  a  safe  and  sound 
manner.    For  example,  that  Banking  Circular  states  that  the  bank  officers 
responsible  for  establishing  and  approving  financial  derivatives  credit  lines  should 
understand  the  applicability  of  financial  instruments  to  the  risks  the  bank  customer  is 
attempting  to  manage. 

The  OCC  will  continue  to  review  banks'  systems  and  controls  during  on-site 
examinations,  and  our  examiners  will  take  appropriate  action  if  the  structure  or 
management  of  a  bank's  derivatives  department  raises  any  specific  concerns  or 
conflicts. 

A  few  banks  have  established  or  acquired  operating  subsidiaries  that  are  SEC- 
registered  broker-dealers  or  CFTC-registered  futures  commission  merchants,  to 
engage  primarily  in  exchange-related  derivatives  activities.    Such  operating 
subsidiaries  are  subject  to  SEC  and  CFTC  rules  designed  to  protect  against  conflicts 
of  interest  between  transactions  executed  on  behalf  of  the  subsidiaries  and  their 
affiliated  parties  (included  affiliated  bank)  on  the  one  hand,  and  transactions 
executed  on  behalf  of  their  customers  on  the  other  hand. 


As  stated  in  the  October  26  response,  for  the  six  national  banks  that  are  dealers  in 
derivatives  products ,  approximately  90  percent  of  their  derivatives  activities  are  customer- 
related.  Approximately  10  percent  are  transactions  that  are  entered  into  for  the  bank's 
own  risk  management,  which  includes  both  position-taking  {i.e.,  proprietary  trading)  and 
risk  reduction  activities. 
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E4.      In  trading  for  their  own  proprietary  accounts,  to  what  extent  do  dealer  banks 
use  information  gleaned  from  customer-related  derivatives  activities? 

Bank  dealers  use  information  they  gain  from  observing  customer  transaction  flows 
to  develop  views  on  major  market  movements.    Such  information  is  important  to 
dealers  and  may  allow  them  to  operate  more  effectively. 

However,  a  bank's  derivatives  customers  may  not  be  any  more  prescient  than  the 
bank  regarding  future  market  movements,  so  any  information  gleaned  from 
customer  transactions  may  be  of  limited  use  to  the  bank.    Furthermore,  each 
customer's  circumstances  are  unique  and  may  not  be  driven  by  the  customer's 
opinion  about  general  market  movements.    Thus,  a  customer  purchase  of  a 
particular  product  or  set  of  products  would  not  necessarily  indicate  the  customer's 
opinion  about  market  movements.    In  this  case,  following  the  customer's  lead  would 
not  necessarily  serve  the  bank's  proprietary  trading  objectives. 
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Fl.       Please  comment  on  the  feasibility  and  implications  of  levying  a  tax  on 
speculation-related  derivative  transactions. 

Derivatives  activities,  like  many  other  banking  activities,  have  the  potential  for 
imposing  costs  on  the  banking  system  that  are  not  borne  by  the  bank  undertaking  the 
activity.    This  can  happen  in  either  of  two  ways.    Flat-rate  deposit  insurance  can 
shift  some  of  the  risk  inherent  in  the  activity  to  the  federal  deposit  insurer.    Or,  the 
activity  may  give  rise  to  systemic  risk:    losses  to  the  bank  undertaking  the  activity 
may  trigger  additional  losses  at  other  banks.    The  purpose  of  levying  a  tax  on 
derivative  transactions— or  any  other  risky  activity— would  be  to  ensure  that  banks 
take  these  costs  into  account  when  making  portfolio  decisions. 

There  is  no  need,  however,  to  establish  a  separate  mechanism  for  taxing  derivatives 
or  other  risky  activities.    The  current  risk-based  system  of  capital  regulation  is 
designed  to  make  banks  bear  the  cost  of  their  own  risk-taking.    As  the  October  26 
response  states,  the  OCC's  current  capital  standards  address  risks  arising  from 
derivatives  activities  through  a  combination  of  explicit  regulatory  minimum  capital 
standards  and  evaluations  of  a  bank's  capital  adequacy  through  the  examination 
process.    Furthermore,  under  the  current  system  of  risk-based  deposit  insurance,  an 
institution  that  undertakes  a  riskier  activity  will  either  have  to  increase  its  capital,  or 
face  an  increase  in  its  insurance  premiums. 
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Ms.  Sheila  Bair 

Acting  Chairman 

Commodity  Futures  Trading  Commission 

2033  K  Street,  N.W. 

Washington,  D.C.   20581 

Dear  Ms.  Bair: 

On  October  28,  1993  at  10:00  a.m.  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  on  the  safety  and 
soundness  issues  associated  with  bank  derivatives  activities.  You 
are  invited  to  testify  at  this  hearing. 

The  Committee  is  interested  in  hearing  from  the  CFTC  the 
differences  in  exchange  versus  over-the-counter  (OTC)  derivative 
products,  as  well  as  the  interagency  coordination  that  exists 
between  regulators  of  derivative  products. 

So  that  the  Committee  can  better  understand  the  differences 
between  these  markets  and  the  regulatory  interaction,  please  direct 
your  written  testimony  to  include  discussion  of  the  following 
areas: 

1.  Please  summarize  your  agency's  strategy  for  supervising 
derivative  market  activities. 

2a.  To  what  extent  does  the  CFTC  regulate  bank  derivative 
activities? 

2b.  Would  that  authority  change  if  bank  derivative  activities  were 
transferred  to  a  separately  capitalized  subsidiary? 

3.  Please  summarize  the  CFTC's  upcoming  report  on  derivatives, 
including  findings  and  recommendations. 

4.  What  competency  training,  testing  or  requirements  are  there 
for  professionals  that  regulate  or  deal  derivative  products? 

5.  Discuss  the  coordination  and  cooperation  that  exists  between 
the  CFTC  and  other  regulators  of  financial  derivative 
products . 
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6.  Please  share  with  the  Committee  any  comments  you  have  on  the 
Groups  30's  report  on  derivative  practices  and  principles, 
inclu4|iB7  both  recommendations  for  regulators  and  dealers. 

7.  What  qpoments  does  the  CFTC  have  on  the  growth  of  over-the- 
counter  derivatives  activities?  Are  you  concerned  about  the 
adequacy  of  the  regulation  in  the  OTC  market  for  derivative 
products? 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  the  CFTC's  efforts  to  monitor  derivative  products. 

You  will  be  given  five  minutes  to  summarize  your  written 
remarks.  Banking  Committee  rules  require  that  two  hundred  copies 
of  your  written  testimony  be  delivered  to  Room  2129,  Rayburn  House 
Office  Building,  no  later  than  the  close  of  business  October  26, 
1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 

fhcerely. 


Henry  B.  Gonzalez 
Chairman 
HBG : mpc 
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statement  of  Sheila  C.  Bair 

Acting  Chairman 

Commodity  Futures  Trading  Commission 

Before  the  House  of  Representatives 
Committee  On  Banking,  Finance  and  Urban  Affairs 
October  28,  1993 

Mr.  Chairman,  members  of  the  Committee.  Thank  you  for  the 
opportunity  to  appear  before  you  today  to  discuss  bank  derivative 
activities.  The  subject  of  over-the-counter  (OTC)  derivative 
markets  has  engendered  a  great  deal  of  discussion  and  led  to 
several  recent  studies.  This  discussion  is  fueled  by  reports  that 
the  OTC  derivative  market  has  grown  rapidly  to  a  size  of  over  $5 
trillion  in  notional  principal.  The  Commodity  Futures  Trading 
Commission  believes  this  dreunatic  growth  presents  a  number  of 
important  policy  issues.  The  Commission  is  pleased  to  have  this 
opportunity  to  present  ics  views  on  this  topic. 

As  you  know,  the  CFTC  regulates  the  futures  and  options  on 
futures  markets  in  the  United  States.  These  markets  have  been,  and 
continue  to  be,  one  of  America's  most  innovative  and  competitive 
industries.  The  United  States  has  the  oldest  and  largest  futures 
markets  in  the  world;  our  markets  have  always  been  the  world  leader 
in  financial  innovation.  United  States  futures  markets  permit 
commercial  institutions,  firms,  institutional  investors,  and  fund 
managers  to  manage  risk  associated  with  changing  cash  market 
prices.  In  1960,  3.9  million  futures  contracts  were  traded.  Last 
year,  over  364.5  million  contracts  traded.  Today,  United  States 
futures  markets  serve  as  models  for  other  countries  developing 
futures  and  option  products,  just  as  the  regulatory  system  at  the 
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2 
CFTC  serves  as  the  model  for  other  countries  developing  futures 
market  regulatory  systems. 

Commission  regulated  markets  are,  of  course,  only  one  part  of 
the  overall  derivatives  market  place.  OTC  derivatives  currently 
trade  for  the  most  part  outside  the  CFTC's  regulatory  structure. 
Concerns  about  the  adequacy  of  regulatory  controls  over  OTC 
derivatives  prompted  Congress  to  direct  the  Commission  to  conduct 
a  study  of  OTC  derivatives  markets  to  determine  the  need,  if  any, 
for  additional  regulation  of  these  markets.  Pursuant  to  this 
directive,  the  Commission  prepared  a  report  entitled  OTC  Derivative 
Markets  and  Their  Regulation  which  was  transmitted  to  Congress  on 
October  25,  1993.  The  findings  of  this  report  are  discussed  below. 
In  addition,  we  provide  answers  to  each  of  the  questions  posed  in 
Chairman  Gonzalez'  letter  of  October  6,  1993. 

Question   1.     Please   svunmarize  your   agency's   strategy   for 
supervising  derivative  market  activities. 

The  Commodity  Exchange  Act  (the  "CEA"  or  "Act")  vests  the 

Commodity  Futures  Trading  Commission  ("CFTC"  or  "Commission")  with 

exclusive   jurisdiction   over   futures   and   commodity   option 

transactions.*  The  CFTC  regulatory  framework  for  such  transactions 

is  essentially  directed  toward  oversight  of  exchange  trading  of 

futures  and  options  contracts  and  of  intermediaries  engaging  in 


1/Section  2 (a) (1) (A) (i)  of  the  CEA  grants  the  CFTC  exclusive 
jurisdiction  with  respect  to  "accounts,  agreements  (including  any 
transaction  which  is  of  the  character  of  ...  an  "option"  .  .  . ) , 
and  transactions  involving  contracts  of  sale  of  a  commodity  for 
future  delivery,  traded  or  executed  on  a  contract  market  ...  or 
any  other  board  of  trade,  exchange  or  market  ..." 
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such  transactions  on  behalf  of  customers.  Subject  to  certain 
narrowly  defined  exceptions  and  to  the  CFTC's  recently  enacted 
authority  to  exempt  certain  transactions  or  categories  of 
transactions  from  most  provisions  of  the  CEA,  all  transactions  in 
commodity  futures  contracts  and  all  commodity  option  transactions 
are  required  to  occur  on  or  subject  to  the  rules  of  contract 
markets  (exchanges)  designated  by  the  CFTC.  These  markets  provide 
safeguards  to  participants  in  futures  and  commodity  option 
transactions  such  as  open  and  competitive  trading,  continuous 
markets,  public  price  dissemination,  and  protection  against 
counterparty  risk.  Such  safeguards  are  not  generally  available 
other  than  on  exchange  markets.  For  example,  the  financial 
integrity  of  futures  transactions  and  commodity  option  transactions 
on  designated  futures  exchanges  is  supported  by  the  system  of  daily 
payment  and  collection  of  margin  on  a  mark-to-market  basis,  by 
minimum  capital,  segregation  and  reporting  requirements  applicable 
to  futures  commission  merchants  ("FCMs") ,  and  ultimately  by  the 
obligation  of  the  clearing  organization  affiliated  with  each 
exchange  to  guarantee  the  integrity  of  each  transaction  entered 
into  on  that  exchange. 

Section  2(a)(1)(B)  of  the  CEA  and  related  securities  laws 
allocate  jurisdiction  with  respect  to  certain  derivative  products 
between  the  CFTC  and  the  SEC.  The  SEC  has  authority  to  regulate 
the  trading  of  options  on  securities,  on  groups  and  indices  of 
securities,  on  certificates  of  deposit  and  on  foreign  currencies 
when  entered  into  on  a  national  securities  exchange.  The  CFTC  has 
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exclusive  jurisdiction  over  futures  trading  on  "exempted 
securities,"  on  groups  or  indices  of  securities  and  options  on  such 
futures,  and  over  foreign  currency  options  not  traded  on  a  national 
securities  exchange.^  Futures  on  individual  securities  other  than 
exempted  securities  are  prohibited. 

Although  the  CEA  regulatory  framework  generally  contemplates 
that  futures  and  commodity  options  transactions  will  take  place  on 
CFTC-regulated  exchanges,^  CFTC  rules  have  long  made  certain  types 
of  commodity  options  transactions  exempt  from  most  CEA  regulatory 
provisions  and  the  CFTC  has,  in  recent  years,  specified  by 
statutory  interpretation  several  categories  of  futures  or  commodity 
option-related  instruments  as  excluded  from  or  exempt  from  the 
general  regulatory  scheme. 

Trade  options,  for  example,  are  exempt  from  most  CFTC 
regulatory  requirements.  Trade  options  are  off-exchange  commodity 
options  offered  and  sold  to  commercial  counterparties  which  are 
entering  into  the  transactions  for  purposes  related  to  their 
business.  Rule  32.4(a)  permits  the  sale  of  these  off-exchange 
commodity  options,  other  than  options  on  domestic  agricultural 
commodities,  in  circumstances  in  which  the  offeror  "has  a 
reasonable  basis  to  believe  that  the  option  is  offered  to  a 
producer,  processor  or  commercial  user  of,  or  a  merchant  handling, 
the  commodity  which  is  the  subject  of  the  commodity  option 


2/Section  4c (f)  of  the  CEA  provides  that  the  CEA  is  inapplicable 
"to  any  transaction  in  an  option  on  foreign  currency  traded  on  a 
national  securities  exchange."   7  U.S.C.  §  6c(f). 

2/   7  U.S.C.  §6(a) . 
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transaction  and  that  such  commercial  party  is  offered  or  enters 
into  the  transaction  solely  for  purposes  related  to  its  business  ^^s 
such. " 

The  Futures  Trading  Practices  Act  of  1992  (FTPA) ,  which  was 
signed  into  law  on  October  28,  1992,  accorded  the  Commission 
authority  to  exempt  from  CEA  requirements,  including  exchange 
trading  requirements,  specific  transactions  or  categories  of 
transactions  between  appropriate  persons.  New  Section  4(c)(1) 
authorizes  the  Commission,  by  rule,  regulation,  or  order,  to  exempt 
any  agreement,  contract  or  transaction,  or  class  thereof,  from  the 
exchange-trading  requirement  of  Section  4(a)  or  any  other 
requirement  of  the  CEA,  other  than  Section  2(a) (1) (B) .  New  Section 
4(c)(2)  provides  that  the  Commission  may  not  grant  an  exemption 
from  the  exchange-trading  requirement  of  the  CEA  unless,  inter 
alia,  the  agreement,  contract,  or  transaction  will  be  entered  intu 
solely  between  certain  "appropriate  persons,"*  and  the  Commission 
determines  that  the  agreement,  contract  or  transaction  in  question 
will  not  have  a  material  adverse  effect  on  the  ability  of  the 
Commission  or  any  contract  market  to  discharge  its  regulatory  or 
self -regulatory  duties  under  the  Act.  The  Commission  has  thus  far 


4/  "Appropriate  persons"  under  new  Section  4(c)(3)  include  banks 
and  trust  companies,  as  well  as  certain  investment  companies, 
commodity  pools,  employee  benefit  plans,  governmental  entities, 
broker-dealers,  FCMs,  business  entities  meeting  certain  minimum 
asset  or  net  worth  tests,  and  "[s]uch  other  persons  that  the 
Commission  determines  to  be  appropriate  in  light  of  their  financial 
or  their  qualifications,  or  the  applicability  of  appropriate 
regulatory  protections."   7  U.S.C.  §  6(c)(3). 
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used  its  statutory  exemptive  authority  in  connection  with  swaps,* 
hybrids*  and  certain  energy  contracts.' 

In  addition,  two  petitions  by  commodity  exchanges  for  relief 
under  Section  4(c)  are  currently  pending  before  the  Commission.* 
One  is  a  petition  from  the  Chicago  Mercantile  Exchange  (CME) 
concerning  the  purchase  and  sale  of  certain  of  its  now  exchange- 
traded  Rolling  Spot  futures  and  options  contracts.  The  other  is  a 
petition  from  the  Chicago  Board  of  Trade  (CBOT)  seeking  exemption 
for  a  "professional  trading  market"  in  any  instrument  of  any  board 
of  trade.  The  comment  period  on  these  petitions  closes  on  December 
15,  1993. 

Except  in  the  limited  circumstances  described  above,  the  CFTC 
regulates  products,  the  markets  on  which  they  are  required  to 
trade,  and  certain  market  participants,  including  the 
intermediaries  who  carry  positions  in  such  markets  for  or  on  behalf 
of  customers,  certain  end-users  such  as  large  traders,  commingled 
offerings,  known  as  commodity  pools,  and  those  who  render  trading 
advice.  In  general,  the  purpose  of  the  CFTC's  regulation  is  two- 
pronged:  to  protect  the  market  and  to  protect  customers.  The  CFTC 
regulatory  structure  is  a  comprehensive  framework  for  transactions 
on  exchange  markets.   The  Commission's  system  contemplates  both 


5/   17  C.F.R.  Part  35;  See  also  Statement  of  Policy,  54  Fed.  Reg. 
30,694  (July  21,  1989) . 

1/  17  C.F.R.  Part  34;  See  also  Statutory  Interpretation  Concerning 
Certain  Hybrid  Instruments,  55  Fed.  Reg.  13,582  (April  11,  1990). 

7/   58  Fed.  Reg.  21,286  (April  20,  1993). 

fi/  See  58  Fed.  Reg.  43,414  (August  16,  1993). 
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direct  surveillance  and  intervention  and  oversight  of  exchanges 
which  are  required  by  statute  to  enforce  their  rules  and  certain 
Commission  rules. 
Market  Efficiencv  Regulation 

The  CEA  and  Commission  rules  specify  certain  core  duties  that 
exchanges  must  perform  to  become  and  remain  designated  as  contract 
markets  for  transactions  in  futures  contracts,  including  providing 
for  the  prevention  of  manipulation  of  prices  and  cornering  of  any 
commodity,  market  and  trade  practice  surveillance,  the  making  of 
reports  and  records  of  transactions  effected  on  or  subject  to  the 
rules  of  the  exchange,  enforcement  of  exchange  rules,  and 
maintenance  of  procedures  for  arbitration  of  customer  grievances. 
The  Commission  reviews  the  rules  of  organizations  seeking  to 
establish  markets  for  futures  trading  and  the  terms  and  conditions 
of  the  contract  traded  thereon.  This  process  is  intended  to  assure 
fair  access  to  the  marketplace  and  that  the  design  of  products  does 
not  render  them  readily  manipulable. 

Product  Design.  The  CEA  contemplates  that  products  to  be 
traded  on  contract  markets  will  be  reviewed  by  the  Commission.  In 
general,  the  Commission  has  found  that  products  must  be  used  for  a 
risk  shifting  or  price  discovery  purpose  on  more  than  an  occasional 
basis  to  meet  the  statutory  requirement  that  proposed  futures 
transactions  not  be  contrary  to  the  public  interest.'  Although  not 
expressly  required  by  the  CEA,  all  exchange-traded  futures 
contracts  are  fungible,  standardized  interests,  such  that  all 

9/   7  U.S.C.  §  7(g) . 
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contracts  for  the  same  commodity  and  delivery  month  can  be  readily 
netted  through  the  clearing  mechanism. 

Fraud.  CEA  Section  4b  prohibits  any  exchange  member  or  agent 
thereof  or  any  other  person  in  connection  with  any  order  to  make, 
or  the  making  of,  a  contract  of  sale  of  a  commodity  for  future 
delivery  for  or  on  behalf  of  any  other  person  from  engaging  in 
various  types  of  fraudulent  conduct,  including,  cheating  such  other 
person,  attempting  to  deceive  such  other  person  regarding  the 
disposition  or  execution  of  an  order,  or  "bucketing"  of  an  order. 

Fictitious  Trading.  The  CEA  proscribes  certain  activities 
which  may  distort  price,  appearance  of  depth  and  liquidity  or  posi- 
tions. For  example,  wash  trades,  fictitious  trades  and  prearranged 
trades  are  precluded.  The  CEA  also  prohibits  trading  which  would 
cause  the  market  to  reflect  a  price  that  is  not  "true  and  bona 
fide."" 

Market  and  Trade  Practice  Surveillance.  Exchanges  are 
required  to  maintain  continuing  affirmative  action  programs  to 
secure  compliance  with  the  CEA  and  exchange  rules.  Such  programs 
must  include  surveillance  of  market  activity  for  indications  of 
possible  congestion  or  other  market  situations  conducive  to 


10/This  prohibition  is  found  in  §  4c(a)  of  the  CEA,  7  U.S.C. 
§  6c (a) .  However,  nothing  in  that  section  "shall  be  construed  to 
prevent  the  exchange  of  futures  in  connection  with  cash  commodity 
transactions  or  of  futures  for  cash  commodities  or  of  transfer 
trades  or  office  trades  if  made  in  accordance  with  board  of  trade 
rules  applying  to  such  transactions  and  such  rules  shall  have  been 
approved  by  the  Commission."  Thus,  off-floor  negotiated 
transactions  known  as  exchanges  of  futures  for  physicals  may  be 
permissible.  Id.  Such  transactions,  which  may  establish, 
liquidate  or  transfer  futures  positions,  must  be  reported  to  the 
exchange  for  clearing. 


479 


9 

possible  price  distortion  and  procedures  which  result  in  the  taking 
of  prompt,  effective  disciplinary  action  for  any  violation.  As 
part  of  its  routine  rule  enforcement  reviews  of  the  exchanges,  the 
CFTC  reviews  the  SRO  market  surveillance  programs.  The  Commission 
also  conducts  direct  surveillance  of  the  markets  using  required 
position  reports  from  large  traders  and  has  either  established  its 
own  or  approved  exchange-required  speculative  position  limits  or 
position  accountability  limits  to  prevent  market  distortions  and  to 
protect  the  delivery  process.  Exchange  rule  enforcement  programs 
must  include,  among  other  things,  trade  practice  surveillance  and 
effective  disciplinary  action  for  violations. 

Market  Disruption  Programs  (Circuit  Breakers/Emergencies) . 
The  CFTC  consistent  with  the  provisions  of  Section  8a (9)  of  the 
CEA,  can  take  emergency  action  when  it  finds  that  there  is  a 
threatened  or  actual  manipulation  or  corner  or  "other  major  market 
disturbance  which  prevents  the  market  from  accurately  reflecting 
the  forces  of  supply  and  demand  .  .  .  ."  Separately,  as  noted 
above,  exchanges  must  have  market  surveillance  programs  to  detect 
potential  disturbances  or  price  distortions  and  must  take  remedial 
action,  including  emergency  actions  in  appropriate  cases.  All 
commodity  exchanges  trading  securities  derivative  products  have 
adopted  coordinated  circuit  breaker  rules  which  are  designed  to 
become  effective  when  stock  indices  fall  by  specified  amounts. 
Pursuant  to  statutory  directive  in  the  FTPA,  the  CFTC  has  amended 
Rule  1.41  to  establish  new  procedures  to  review  contract  market 
emergency  actions,  including  a  requirement  that  an  exchange  make 
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every  effort  practicable  to  notify  the  Commission  of  its  intention 
to  implement,  modify  or  terminate  an  emergency  rule. 

Price/Volume  Dissemination  (Transparency^ .  Part  16  of  the 
CFTC  rules  requires  contract  markets  to  publish  each  day 
information  on  the  trading  volume,  open  contracts,  and  prices  of 
futures  and  options.  The  information  is  to  be  made  readily 
available  to  the  news  media  and  the  general  pxiblic.  The  price 
change  register  must  report  prices  at  least  every  10  seconds. 
Financial  Safety  Regulation. 

Clearing.  Clearing  organizations  have  been  held  to  be  an 
essential  part  of  a  contract  market.^'  Thus  each  exchange  must 
have  a  clearing  organization  and  that  clearing  organization  is 
subject  to  CFTC  oversight.  Clearing  organization  rules  are 
submitted  to  the  Commission  for  review  and,  in  certain  circum- 
stances, for  approval  pursuant  to  Commission  Rule  1.41.  Under  CFTC 
rules,  exchanges'  clearing  houses  accept  contracts  for  clearance 
only  for  the  accounts  of  their  members  and  guarantee  the  payment  of 
variation  margin  to  clearing  members  with  net  gains  on  positions  in 
their  accounts  at  the  clearing  house. 

The  clearing  process  for  futures  contracts  effects  multi- 
lateral netting  by  novation.  Following  the  execution  of  a  futures 
contract  on  the  exchange,  the  contract  is  presented  for  clearance 
to  the  clearing  organization  by  a  clearing  organization  member.  In 
the  clearing  process,  the  clearing  organization  is  substituted  for 


11/See  Board  of  Trade  Clearing  Corp.  v.  United  States.  [1977-1980 
Transfer  Binder]  Comm.  Fut.  L.  Rep.  (CCH)  1  20,534  (D.D.C.  1978), 
aff 'd.  No.  78-1263  (D.C.  Cir,  1979)  (unreported). 
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the  original  parties  to  the  contract,  becoming  the  buyer  to  every 
seller  and  the  seller  to  every  buyer.  As  the  substituted 
"universal  counterparty"  to  every  cleared  contract,  the  clearing 
organization  guarantees  performance  of  each  cleared  contract.  The 
variation  margin  representing  losses  required  to  be  paid  to  the 
clearing  organization  by  clearing  firms  holding  losing  positions 
is  paid  by  the  clearing  organization  as  variation  gains  to  clearing 
firms  holding  opposite  positions.  The  clearing  organization 
guarantee  becomes  operant  if  a  clearing  member  firm  is  unable  to 
satisfy  demands  for  variation  margin,  representing  losses  on  open 
positions.  In  the  event  of  a  default  by  a  clearing  firm  holding  a 
losing  position,  the  clearing  organization  assures  payment  to  firms 
holding  positions  on  which  profits  are  owed.^'  The  clearing 
organization  guarantee  "function  is  secured  by  original  margin 
deposits  required  for  each  cleared  contract  as  well  as  guarantee 
funds  or  other  sources. 

Margin.  As  indicated  above,  clearing  organizations  collect 
"original"  and  "variation"  margin  from  their  members.  The 
collection  of  variation  margin  is  intended  to  eliminate  the  credit 
risk  from  the  market  on  a  daily,  or  more  frequent,  basis  and  to 
facilitate  transactions  among  anonymous  counterparties.  Absent  an 
emergency,  original  margin  levels  for  futures  contracts  are 
generally  set  by  exchanges  without  CFTC  review.  Recently,  however. 


12/See  generally  Andrea  Corcoran  and  Susan  Ervin,  Maintenance  of 
Market  Strategies  in  Futures  Broker  Insolvencies;  Futures  Position 
Transfers  from  Troubled  Firms.  44  Washington  and  Lee  L.  Rev.  849 
(1987)  . 
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the  FTPA  granted  oversight  authority  to  the  Board  of  Governors  of 
the  Federal  Reserve  System  ("FRB")  with  respect  to  levels  of  margin 
over  stock  index  futures  contracts  or  options  thereon.  The  FRB  has 
delegated  this  authority  to  the  CFTC.  The  CFTC  also  reviews  the 
methodology  for  calculation  of  option  margin  levels  set  by  the 
exchanges. 

The  CME's  Standard  Portfolio  Analysis  of  Risk  ("SPAN")  system 
is  used  by  most,  if  not  all,  U.S.  futures  exchanges.  SPAN  is  a 
computer  program  that  calculates  margin  using  a  portfolio 
evaluation  model  that  projects  the  risks  of  various  moves  in  price 
and  volatility  levels  on  option  and  futures  positions.  It  develops 
a  combined  maintenance  margin  level  based  upon  the  aggregate  risk 
of  the  combined  positions. 

Clearing  Member  Capital.  The  CFTC  has  no  requirements  for 
clearing  members  as  such.  Most  clearing  houses,  however,  require 
their  members  to  maintain  a  minimum  level  of  capital  in  order  to 
ensure  that  clearing  members  will  be  able  to  meet  their  obligations 
to  the  clearing  house  and  to  their  customers.  Most  clearing  houses 
also  require  their  members  to  make  substantial  deposits  to  a 
clearing  house  guarantee  fund  to  cover  any  default  by  a  clearing 
member. 

Financial  Compliance  Programs.  Each  futures  exchange,  as  a 
self -regulatory  organization  ("SRO") ,  must  adopt  and  enforce 
minimum  financial  requirements  and  reporting  rules  for  its  member 
FCMs  that  are  at  least  as  stringent  as  those  established  by 
Commission  regulations.   Commission  capital  rules  generally  apply 
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only  to  firms  carrying  customer  funds.  Members  transacting  solely 
for  their  own  accounts  will  ordinarily  be  subject  to  exchange 
and/or  clearing  organization  rules  only.  As  SROs,  the  futures 
exchanges  and  the  National  Futures  Association  ("NFA"),  an 
industry-wide  SRO  responsible  for  exchange  nonmember  firms,  have 
the  primary  direct  responsibility  to  ensure  the  financial  integrity 
of  their  member  firms.  The  Commission  is  responsible  for  oversight 
of  the  SROs'  financial  surveillance  and  rule  enforcement  programs, 
and  for  direct  auditing  of  FCMs  and  IBs  that  are  not  members  of  any 
SRO.  Rule  1.52(c)  allows  an  SRO  to  delegate  audit  and  financial 
surveillance  responsibility  to  a  DSRO  for  any  member-FCM  which  is 
a  member  of  more  than  one  SRO.  An  FCM's  DSRO  must  monitor  and 
audit  compliance  with  the  minimum  financial  and  related  reporting 
requirements  for  that  FCM  and  receive  from  the  FCM  the  financial 
reports  specified  by  the  minimum  financial  and  related  reporting 
requirements.  FCMs  are  required  to  submit  quarterly  unaudited  and 
annual  audited  financial  reports.  Generally  an  SRO  must  conduct 
full  scope  audits  of  FCMs  for  which  it  is  the  DSRO  once  every  two 
years  and  a  limited  scope  recordkeeping  examination  during  the  year 
in  which  a  full  scope  examination  is  not  conducted. 

Price  Limits.  In  general,  each  exchange  determines  the  price 
limits  for  a  particular  contract  traded  at  that  exchange.  Price 
limits,  in  volatile  markets,  create  a  time-out  to  permit  the 
collection  of  variation  margin  and  assessment  of  financial 
capacity.  In  most  contracts,  the  limits  do  not  apply  in  the  "spot" 
month,  during  which  the  contract  becomes  deliverable. 
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Market  Fairness  Regulation 

Organized  marketplaces  generally  have  rules  to  assure 
fairness.  In  addition  to  the  market  efficiency  measures  discussed 
above,  the  Commission  regulates  exchange  governance,  order  execu- 
tion and  recordkeeping. 

Authorization. Qualification    and    Good    Standing 

(Probity /Competency)  Requirements.  Commission  rule  1.64,  adopted 
June  29,  1993,  requires  SROs  to  adopt  rules  establishing  composi- 
tion requirements  for  their  governing  boards  and  major  disciplinary 
committees.  The  rulemaking  also  prohibits  persons  with  certain 
disciplinary  histories  from  serving  on  any  SRO  oversight  panel. 
These  requirements  take  account  of  the  fact  that  exchanges  are 
membership  organizations  that  maintain  public  marketplaces  and  are 
intended  to  assure  representational  diversity  on  governance  boards, 
foster  integrity  and  impartiality  in  decision-making,  and  to 
prevent  preferential  treatment  in  disciplinary  proceedings. 

Order  Execution  (Competitive  Execution/Dual  Trading/Insider 
Trading) .  Generally  all  futures  and  option  contracts  which  are 
subject  to  the  rules  of  an  exchange  must  be  executed  openly  and 
competitively  by  open  outcry  or  other  methods,  such  as  posting  of 
bids  and  offers,  which  are  open  and  competitive.  The  FTPA  directs 
the  CFTC  to  prohibit  "dual  trading"  by  floor  brokers  in  futures  or 
option  contract  markets  with  average  daily  trading  volume  of  8,000 
contracts  or  more  that  have  not  been  exempted.  On  July  22,  1993, 
the  CFTC  adopted  final  rules  implementing  this  statutory  directive. 
On  October  19,  1993,  the  CFTC  adopted  final  rules  pursuant  to 


485 


15 

another  statutory  directive  in  the  FTPA  which  prohibit  any  SRO 
employee,  any  member  of  a  SRO  governing  board,  or  any  member  of  any 
committee  of  an  SRO,  intentionally  or  with  reckless  disregard,  from 
trading  commodity  interests  based  on  material,  nonpublic  informa- 
tion obtained  through  his  or  her  duties  at  the  SRO  and  from 
disclosing  such  information  for  a  purpose  inconsistent  with  the 
person's  official  duties.  The  rules  also  prohibit  any  person  from 
trading,  intentionally  or  with  reckless  disregard,  commodity 
interests  for  his  own  account  on  the  basis  of  material,  non-public 
information  that  individual  knew  was  obtained  from  an  employee, 
member  of  the  governing  board,  or  member  of  any  committee  of  an  SRO 
in  violation  of  the  rules'  prohibition  on  disclosing  such 
information. 

Audit  Trail/Price  &  Volume  Records.  The  purpose  of  an  audit 
trail  is  to  prevent  abuse  of  customer  orders  and  improper  trade 
practices  by  permitting  reconstruction  of  trading  and  detection  of 
suspicious  patterns.  An  exchange  cannot  be  designated  as  a 
contract  market  until  the  governing  board  of  the  exchange  provides 
for  the  making  and  filing  of  reports  showing  the  details  and  terms 
of  all  transactions  entered  into  on  the  exchange.  The  CEA  requires 
that  clearing  houses  and  contract  markets  maintain  daily  trading 
records.  Rule  1,35  prescribes  the  scope  of  recordkeeping  for  FCMs, 
IBs,  members  of  exchanges  and  exchanges  for  all  cash  commodity, 
futures  and  option  transactions. 

Customer  Dispute  Resolution.  Each  exchange  is  required  by  the 
CEA  to  provide  a  procedure,  such  as  arbitration,  for  the  settlement 
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of  customer  claims  or  grievances  against  exchange  members  and  their 
employees.  The  CEA  and  Rule  170.8  similarly  mandate  the 
availability  of  an  arbitration  program  for  customer  disputes 
through  the  NFA.  NFA's  program  must  be  consistent  with  the 
provisions  of  Part  180  of  the  rules,  which  establish  the  standards 
for  arbitration  programs  of  the  exchanges.  A  pre-dispute 
arbitration  agreement  is  generally  prohibited  by  Rule  180.3(b) 
unless  it  is  in  writing  and  contains  specified  warnings.  The  pre- 
dispute  agreement  must  be  specifically  endorsed  by  the  customer  and 
may  not  be  a  precondition  to  the  customer  obtaining  the  firm's 
services.  The  Act  also  provides  for  a  CFTC  reparations  procedure 
in  which  actions  may  be  brought  by  customers  against  a  CFTC  regis- 
trant for  violations  of  the  CEA  or  any  rule,  regulation  or  order 
thereunder^'  and  an  express  private  right  of  action  for  violations 
of  the  CEA." 
Regulation  of  Intermediaries 

The  Commission  regulates  futures  industry  intermediaries, 
FCMs  and  IBs,  as  discussed  below.  Additionally,  the  FTPA 
authorized  the  Commission  to  promulgate  "risk  assessment"  rules 
which  will  require  FCMs  to  provide  reports  to  the  Commission 
regarding  the  activities  of  their  affiliates  that  are  reasonably 
likely  to  affect  the  financial  or  operational  conditions  of  the 
FCMs  themselves.  The  risk  assessment  rules  will  permit  better 
assessment  of  material  risks  with  respect  to  the  financial 


13/  7  U.S.C.  §  18;  see  7  C.F.R.  Part  12. 
14/   7  U.S.C.  §  22. 
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condition  of  FCMs  resulting  from  activities  of  their  affiliates  and 
may  help  the  Commission  to  avoid  or  to  better  manage  market 
disruptions.  The  Commission  has  set  the  development  of  the  risk 
assessment  rules  as  a  priority.  Commission  staff  have  been 
consulting  with  SEC  staff  on  this  project  to  formulate  a 
coordinated  approach  that  will  avoid  duplicative  reporting. 
Commission  staff  will  consult  other  financial  regulators  as  this 
project  progresses. 
Financial  Safety  Regulation 

Capital .  The  CFTC  prescribes  the  minimum  financial 
requirements  FCMs  and  IBs  must  satisfy  to  engage  in  futures 
business  and  how  those  requirements  must  be  calculated.  The  CFTC 
generally  uses  the  same  capital  adjustments  as  the  SEC,  including 
counting  only  liquid  assets  in  the  computation  of  net  capital.  In 
the  case  of  a  firm  which  is  qualified  as  both  an  PCM  and  a  broker- 
dealer,  the  higher  of  the  two  agencies'  requirements  applies.  This 
means  that  unsecured  credit  risk  is  carried  at  a  100%  charge 
against  capital.  As  a  consequence,  it  is  very  costly  for  a 
regulated  FCM  to  engage  OTC  derivative  transactions  and  FCMs  which 
do  so  generally  use  an  unregulated  affiliate.^*    Rule  1.52 


IS/Currently.  Commission  rule  1.17  requires  that  certain  "haircuts" 
must  be  taken  in  computing  net  capital  for  securities  options.  The 
Commission  is  proposing  to  extend  the  treatment  contemplated  by 
that  provision  to  over-the-counter  options  on  foreign  currencies, 
as  well  as  security  indices  and  options  on  government  debt.  58 
Fed.  Reg.  43089  (August  13,  (1993).  Rule  1. 17 (c) (5) (x)  prescribes 
haircuts  for  proprietary  uncovered  futures  and  options  positions. 
Generally  this  would  be  100%  of  the  applicable  margin  requirement 
of  the  applicable  clearing  organization  if  the  position  is  cleared 
by  a  clearing  organization  of  which  the  firm  is  a  member. 
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requires  each  SRO  to  adopt  and  enforce  rules  prescribing  minimum 
financial  and  related  reporting  requirements  for  all  its  FCM 
members.  The  NFA  is  also  obligated  to  adopt  such  rules  for  its  IB 
members.  The  financial  and  related  requirements  adopted  by  the 
SROs  must  be  equal  to,  or  more  stringent  than,  the  CFTC's  minimum 
levels.  CFTC  rule  1.12  establishes  an  "early  warning  system"  under 
which  firms  are  required  to  notify  the  CFTC  of  certain  adverse 
changes  in  the  firm's  financial  condition  in  order  to  permit  the 
CFTC  to  address  a  financial  situation  before  it  results  in  market 
disruption  or  customer  loss.^* 

Margin.  The  CFTC  does  not  have  any  regulations  restricting 
collateral  or  setting  levels  of  margin.  However,  an  FCM  cannot 
ireprv3sent  that  it  will  not  call  for  or  collect  margin.  Also, 
omnibus  accounts  must  be  margined  on  a  gross  basis,  and  firms  are 
required  to  take  a  capital  charge  with  respect  to  customer  accounts 
which  remain  undermargined  for  three  consecutive  days  or  in  deficit 
for  one  day.  Further,  daily  marking-to-market  of  customer  futures 


16/The  Commission  requires  an  FCM  to  calculate  its  minimum  adjusted 
net  capital  requirement  by  multiplying  the  amount  it  is  required  to 
segregate  and  set  aside  in  special  accounts  by  4%.  The  minimum 
adjusted  net  capital  requirement  for  FCMs  is  intended  to  ensure 
that  an  FCM  can  maintain  ongoing  operations  and  financial  viability 
in  periods  of  unusual  market  stress  so  that  it  can  continue  to  meet 
obligations  to  customers  and  the  marketplace.  Adverse  movements  in 
the  prices  of  positions  carried  by  an  FCM  can  cause  debits  or 
deficits  in  customer  accounts  and  if  a  customer  defaults  on  its 
obligation  to  cover  the  amount  owed,  the  FCM  must  use  its  own  funds 
to  cover  the  shortfall  since  it  cannot  use  one  customer's  funds  to 
pay  for  another  customer's  obligations.  The  adjusted  net  capital 
requirement  is  intended  to  provide  a  cushion  for  these  market  and 
credit  risks  and  to  provide  time  for  a  firm  which  has  a  defaulting 
customer  to  transfer  other  accounts  and  liquidate  the  account  of 
the  defaulting  customer  in  an  orderly  manner. 
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positions  is  effectively  required  by  Commission  rules  which  require 
that  FCMs  compute  their  segregated  funds  requirement  on  a  daily 
basis. 

Customer  Funds  Protection.  The  CEA  and  Commission  rules 
require  an  FCM  and  clearing  organization  to  separately  account  for 
customer  funds  deposited  to  margin,  guarantee  or  secure  futures 
positions  and  the  accruals  thereon  on  their  books  and  records,  and 
100%  of  such  customer  funds  must  be  segregated  from  the  carrying 
firm's  own  funds.  ^'  Such  funds  must  be  treated  as  belonging  to 
the  customer.  In  contrast,  broker-dealers  are  required  to  deposit 
funds  in  a  bank  for  the  net  credit  balance  owned  customers. 
However,  an  FCM  may  pool  all  customer  funds  in  a  single  account 
which  must  be  clearly  identified  as  belonging  to  customers.  An  FCM 
must  always  have  in  segregation,  free  from  claims,  sufficient  funds 
to  meet  all  its  obligations  to  customers  based  on  the  equities  in 
the  account,  as  if  such  accounts  were  closed  out  at  the  market 
price  at  any  point  in  time.  Segregation  is  intended  to  protect  not 
only  the  security  of  customer  funds  but  the  market  as  well.  In 
most  markets,  segregation  should  prevent  a  run  on  a  firm,  as  all 
amounts  owed  to  customers  must  be  secured.  Also,  segregation 
facilitates  the  transfer  of  accounts  from  a  failing  firm  to  a 
solvent  one  and  thus  the  maintenance  of  customer  positions  and  the 
continuance  of  payments  on  such  positions.  As  such,  it  is  part  of 


17/  The  CFTC  follows  the  SEC's  rules  on  appropriate  depositories 
for  the  custodianship  of  customer  funds.  See  CEA  Section  4d(2),  7 
U.S.C.  §  6d(2),  and  Commission  rules  1.20-1.30  regarding  customers' 
money,  security  and  property,  17-C.F.R.  §§  1.20-1.30  (1993). 
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the  framework  intended  to  protect  the  customer  and  prevent  a 
"ripple  effect."  Rule  4.20  requires  funds  received  by  a  commodity 
pool  operator  ("CPO")  from  pool  participants  to  be  received  in  the 
pool's  name  and  prohibits  CPOs  from  commingling  pool  property  with 
that  of  any  other  person." 

Internal  Controls.  The  CFTC  requires  FCMs  to  be  audited 
annually  and  any  material  inadequacies  in  internal  controls  must  be 
reported.  CFTC  rule  166.3  requires  each  registrant,  except  an  AP 
who  has  no  supervisory  duties,  to  diligently  supervise  the 
activities  of  its  partners,  officers,  employees  and  agents,  or 
persons  occupying  a  similar  status  or  performing  a  similar 
function,  related  to  its  business  as  a  Commission  registrant. 

Default.  Insolvency.  Bankruptcy.  In  the  case  of  an  FCM 
bankruptcy.  Chapter  7,  Subchapter  IV  of  the  Bankruptcy  Code, 
Section  20  of  the  CEA  and  part  190  of  the  CFTC  regulations  provide 
for  pro  rata  distribution  of  customer  segregated  funds  among  the 
public  customers  of  the  FCM  in  priority  to  all  other  claims  except 
costs  of  administration.  The  Bankruptcy  Code  also  provides  certain 
market  protections,  in  the  event  of  an  FCM  bankruptcy,  including 
preservation  of  the  right  of  the  clearing  organization  to  liquidate 
positions  and  to  use  margin  collateral  on  deposit  notwithstanding 
the  Bankruptcy  Code's  automatic  stay  provision. 

Recordkeeping  and  Reporting.  Rule  1.35(a)  contains  the 
general  recordkeeping  requirements  for  FCMs  and  IBs  with  respect  to 


18/Rule  4.10(d)  defines  "pool"  as  "any  investment  trust,  syndicate 
or  similar  form  of  enterprise  operated  for  the  purpose  of  trading 
commodity  interests." 
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futures,  commodity  options,  and  cash  commodity  transactions. 
Commission  rules  require  FCMs  to  maintain  records  of  all  securities 
and  property  received  from  customers  to  margin,  purchase, 
guarantee,  or  secure  a  futures  or  exchange  option  transaction,  and 
of  each  account  carried,  the  name  and  address  of  the  customer,  and 
the  customer's  principal  occupation  or  business.  FCMs  and  IBs 
generally  must  prepare  and  keep  current  ledgers  which  show  each 
transaction  affecting  asset,  liability,  income,  expense  and  capital 
accounts  in  accordance  with  Form  1-FR  (or  the  FOCUS  Report  if  also 
registered  as  a  broker-dealer)  ,  and  make  a  formal  computation  of 
their  adjusted  net  capital  and  their  minimum  financial  requirements 
as  of  the  close  of  business  each  month.  FCMs  must  keep  records 
concerning  details  of  the  investment  of  customer  funds,  compute 
each  day  the  customer  funds  in  segregated  accounts  and  the  FCM's 
residual  interest  in  those  funds,  and  prepare  a  monthly  balance  of 
all  open  positions  which  brings  to  the  closing  or  settlement  price 
all  open  futures  and  option  positions.  Rule  1.33  requires  an  FCM 
to  prepare  monthly  and  confirmation  statements.  FCMs  must  provide 
customer  position  information  to  the  Commission. 
Market  Participant  Activity 

Authorization. Qualification    and    Good    Standing 

fProbitv/Competencv) .  The  CEA  generally  requires  registration  of 
futures  professionals  who  engage  in  sales  and  order  taking  activi- 
ties with  the  public  and  of  their  supervisors.  It  also  requires 
fitness  clearances  for  principals  of  firms  which  carry  customer 
accounts.   Sections  8a (2)  and  (3)  of  the  CEA  provide  objective 
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criteria  for  making  determinations  regarding  fitness  for  regis- 
tration. Persons  subject  to  criminal  sanctions  or  who  have 
violated  the  securities  laws,  or  who  have  other  specified  types  of 
disciplinary  histories,  may  be  found  unfit  to  receive  a 
registration.  NFA  requires  completion  of  a  competency  exam  for 
professionals  who  deal  with  the  public.  Pursuant  to  statutory 
directive  under  the  FTPA,  the  CFTC  adopted  rules  in  April  1993, 
which  implement  an  ethics  training  requirement  for  all  individual 
registrants  and  which  authorize  the  suspension  of  registration  for 
certain  registrants  charged  with  felonies.  In  April  1993,  the 
CFTC  approved  rules  requiring  the  registration  of  floor  traders 
("FTs")  fi.e. .  persons  trading  for  their  own  account  on  or  subject 
to  the  rules  of  a  contract  market) .  Under  thes«  rules  FTs  are 
subject  to  the  same  background  and  fitness  checks  as  other 
registrants. 

Sales  Practice  (Risk  Disclosure/Promotional  Material) .  The 
CFTC  requires  written  disclosure  of  the  generic  risks  of  futures 
and  options  trading.  Before  an  FCM  or  an  IB  may  open  a  commodity 
account  for  any  customer,  the  customer  must  be  provided  with  a 
written  risk  disclosure  statement  regarding,  among  other  things, 
the  risks,  costs  and  important  procedures  of  trading.  Special 
disclosures  are  required  to  be  provided  to  options  customers.  In 
addition,  the  CFTC  has  required  NFA  to  adopt  a  "know  your  customer" 
rule  which  generally  requires  each  NFA  member  to  obtain  from  each 
customer  his  age,  occupation,  income,  net  worth  and  previous 
investment  experience  and  to  provide  special  risk  disclosure  where 


493 


23 

it  appears  necessary.  As  noted  above,  CEA  Section  4b  prohibits  any 
person,  in  connection  with  any  order  or  contract  of  sale  of  any 
commodity  for  future  delivery  for  another  person,  from  making  false 
or  misleading  statements  in  connection  with  a  transaction.  The 
CFTC  may  bring  an  action  to  enjoin  the  use  of  misleading 
advertising,  including  deceptive  telephone  sales  practices,  or 
sales  representations,  or  commence  an  administrative  complaint 
based  on  the  use  of  such  material  or  statements. 

Sales  Practice  Compliance.  The  CFTC  relies  on  SROs  to  provide 
for  direct  supervision  of  industry  sales  practices.  The  CFTC's 
role  is  that  of  oversight.  In  that  capacity,  the  CFTC's  staff 
conducts  regular  reviews  of  the  SROs'  sales  practice  audit  programs 
to  determine  whether  SRO  programs  meet  CFTC  standards.  The  scope 
of  NFA  and  exchange  'audits  includes,  among  other  things, 
advertising  material,  proper  order  handling,  the  handling  of 
discretionary  accounts,  adequacy  of  internal  supervision,  and 
proper  handling  and  disposition  of  customer  complaints. 

Regulation  of  End-Users.  CEA  Section  9(a) (2)  provides  that  it 
shall  be  a  felony  for  any  future  contracts,  or  any  person  to 
manipulate  or  to  attempt  to  manipulate  the  price  of  any  commodity 
in  interstate  commerce  or  to  corner  or  to  attempt  to  corner  any 
such  commodity.  In  order  for  an  exchange  to  be  designated  as  a 
contract  market  for  futures  or  options,  its  governing  board  must 
provide  for  the  prevention  of  manipulation  of  prices  and  the 
cornering  of  any  commodity  by  traders  on  the  exchange.  The  CFTC 
and  exchanges  conduct  market  surveillance  to  detect  and  prevent 
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price  manipulation,  and  the  CEA  permits  the  CFTC  to  institute 
enforcement  proceedings  if  it  has  reason  to  believe  that  any  person 
other  than  an  exchange  is  manipulating  or  attempting  to  manipulate 
or  has  manipulated  or  attempted  to  manipulate  the  market  price  of 
any  commodity,  in  interstate  comiierce,  or  for  future  delivery  on  or 
subject  to  the  rules  of  any  exchange. 

In  order  to  curb  excessive  speculation.  Section  4a  of  the  CEA 
authorizes  the  CFTC  to  set  limits  on  the  amount  of  futures  trading 
which  may  be  done  and  the  number  of  futures  positions  which  may  be 
held  by  any  one  person  or  by  "two  or  more  persons  acting  pursuant 
to  an  express  or  implied  agreement  or  understanding."  Section 
4a (c)  of  the  CEA  exempts  bona  fide  hedging  transactions  and  posi- 
tions from  any  limits  imposed  by  the  CFTC.  Rule  1.61  requires  each 
exchange,  unless  exempted  by  the  Commission,  to  establish 
speculative  limits  for  all  commodities  traded  on  the  exchange  not 
subject  to  Federal  limits.  Rule  18.04  requires  each  trader  who 
holds  or  controls  a  reportable  position  (that  is,  a  position  in 
excess  of  a  specified  number  of  contracts)  to  file  a  "Statement  of 
Reporting  Trader,"  which  essentially  requires  all  identifying 
information  regarding  the  transactions.  Rule  18.05  requires  a 
trader  to  maintain  books  and  records  with  respect  to  all  reportable 
positions  and  related  cash  market  positions,  and  to  furnish  these 
records  upon  request  to  the  CFTC.  Finally,  Rule  19.00  requires 
reports  from,  among  others,  persons  who  have  reportable  futures 
positions  any  part  of  which  constitutes  a  bona  fide  hedging 
position,   and  persons  holding  reportable  positions  who  have 
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received  a  special  call  from  the  CFTC.  The  futures  SROs  use  large 
trader  reports  for  financial  surveillance. 

The  Commission's  rules  preclude  certain  types  of  end-users 
from  engaging  in  various  OTC  transactions.  Specifically,  the 
Commission  has  limited  the  availability  of  certain  OTC  products — 
such  as  swaps — to  specified  categories  of  participants  based  upon 
their  institutional  status  or  financial  resources.^'  Under  the 
exemptive  authority  conferred  by  the  FTPA,  the  Commission's 
exemptive  authority  with  respect  to  the  exchange-trading 
requirement  extends  only  to  "appropriate  persons."  The  Commission 
recognizes  that  OTC  products  are  not  appropriate  for  all  categories 
of  market  participants,  in  light  of  their  lack  of  financial  or 
other  qualifications  to  engjige  in  transactions  in  OTC  markets. 

Question  2a.  To  what  extent  does  the  CFTC  regulate  bank 
derivative  activities? 

Banks  may  participate  in  the  futures  markets  both  as  end-users 
and  intermediaries  and,  in  either  case,  are  subject  to  the  same 
regulatory  requirements  as  other  market  participants.  For  example, 
depository  institutions  may  use  futures  and  options  transactions 
for  asset  and  liability  management.  The  potential  utility  of  the 
futures  and  options  markets  for  these  purposes  was  recognized  by 
federal  bank  regulators  in  approving  the  use  of  interest-rate 
futures  and  options  for  purposes  of  reducing  interest-rate 
exposure. 

19/   17  C.F.R.  Part  35. 
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When  trading  in  the  commodity  futures  and  option  markets  as 
end-users,  banks  are  subject  to  all  of  the  provisions  of  the  Act 
and  CFTC  regulations  applicable  to  other  traders  on  designated 
futures  and  option  exchanges.  These  include  the  Commission's  large 
trader  reporting  system,  applicable  exchange  position 
accountability  rules  and  prohibitions  on  manipulating  the  markets. 

Banks  may  also  be  involved  in  the  futures  markets  in  the  role 
of  intermediary.  In  such  cases,  the  bank  will  have  established  an 
FCM,  or  IB  unit,  generally  in  the  form  of  a  separately  incorporated 
affiliate  of  the  bank  or  the  bank's  holding  company.  Such  "bank" 
FCMs  or  IBs  are  subject  to  all  of  the  registration,  financial  and 
all  other  regulatory  provisions,  including  anti-fraud,  customer 
protection  and  trade  practice  rules  applicable  to  other  FCMs  or 
IBs. 

Some  recent  data  illustrate  the  extent  of  bank  participation 
in  the  futures  and  options  on  futures  markets.  Based  on  position 
data  for  September  7,  1993,  the  number  of  banks  holding  reportable 
financial  futures  positions  ranged  from  eight  in  the  relatively 
small  IMM  Three-Month  Euromark  contract  to  60  banks  in  the  IMM 
Three-Month  Eurodollar  contract,  the  largest  financial  futures 
contract  with  all  futures  combined  open  interest  of  over  two 
million  contracts.  The  percentage  of  open  interest  held  by 
reportable  banks  ranged  from  6.7%  of  the  long  open  interest  in  the 
smaller  CBT  municipal  bond  contract,  to  64.2%  of  the  short  open 
interest  in  the  smaller  IMM  One-Month  LIBOR  contract. 
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With  respect  to  options  on  futures,  the  number  of  banks 
holding  reportable  financial  options  positions  ranged  from  seven  in 
the  small  IMM  U.K.  Pound  Sterling  and  lOM  Nikkei  225  options,  to  82 
in  Eurodollar  options.  The  percentage  of  open  interest  held  ranged 
from  14.8%  of  the  long  puts  in  Nikkei  options  to  87%  of  the  short 
calls  in  the  Nikkei. 

Regarding  the  two  largest  financial  futures  contracts,  the  IMM 
Eurodollar  and  CBT  U.S.  Treasury  Bond  contracts,  there  respectively 
were  60  banks  holding  39.7  and  35.1%  of  the  long  and  short  open 
interest,  and  25  banks  holding  13.8  and  17.6%  of  the  long  and  short 
open  interest.  Similarly,  in  the  two  largest  financial  futures- 
options.  Eurodollar  and  Treasury  Bond  options,  there  respectively 
were  82  banks  holding  36.1  and  52.8%  of  the  long  and  short  calls 
and  58.3  and  53.4%  of  the  long  and  short  puts,  and  65  banks  holding 
21.9  and  19.6%  of  the  long  and  short  calls  and  22.6  and  28.0%  of 
the  long  and  short  puts. 


Question  2b.    Would  that  authority  change  if  bank  derivative 
activities  were  transferred  to  a  separately  capitalized  subsidiary? 


To  the  extent  that  futures  and  options  on  futures  activity  is 
conducted  in  a  separately  organized  and  capitalized  subsidiary,  the 
CFTC's  requirements  applicable  to  such  activity  would  apply  to  the 
affiliate,  rather  than  to  the  bank.  For  example,  only  the  separate 
subsidiary  registered  as  an  FCM  would  be  required  to  comply  with 
Commission  regulation  1.17,  -which  establishes  the  minimum  financial 
requirements  for  FCMs.  Conversely,  if  swaps  were  to  be  undertaken 
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by  an  affiliate  of  an  FCM,  that  is  not  otherwise  required  to 
register  with  the  Conunission,  the  unregistered  affiliate  would  have 
no  CFTC-mandated  capital  requirements  for  maintaining  these 
positions. 

Question  3.  Please  summarize  the  CFTC's  upcoming  report  on 
derivatives/  including  findings  and  recommendations. 

and 

Question  7.  What  comments  does  the  CFTC  have  on  the  growth  of 
over-the-counter  derivatives  activities?  Are  you  concerned  about 
the  adequacy  of  the  regulation  in  the  OTC  market  for  derivative 
products? 

The  Conference  Committee  considering  the  CFTC's  1992 
reauthorization  legislation  directed  the  agency  to  conduct  a 
study  of  OT-  derivative  markets  to  determine  the  need,  if  any, 
for  additional  regulation  of  these  markets,  to  analyze  the  public 
policy  implications  of  two  recent  court  decisions,  and  to 
consider  the  appropriateness  of  a  single  federal  regulator  for 
futures,  securities,  and  OTC  derivatives.   Pursuant  to  this 
directive,  the  Commission  prepared  a  report  entitled  OTC 
Derivatives  Markets  and  Their  Regulation  which  was  transmitted  to 
Congress  on  October  25,  1993.  The  report  was  prepared  in 
consultation  with  the  SEC  and  FRB. 

The  report's  central  conclusion  is  that  while  no  fundamental 
changes  in  regulatory  structure  appear  to  be  needed  at  this  time 
to  address  issues  presented  by  the  growing  use  of  OTC 
derivatives,  greater  coordination  among  federal  financial 
regulators  would  help  assure  that  federal  oversight  remains 
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adequate.   Finding  that  the  "systemic  and  public  policy  issues 
suggested  by  these  products  are  not  confined  to  any  single  market 
or  the  province  of  any  one  regulator,"  the  report  recommends  the 
establishment  of  an  inter-agency  council  to  consider  common 
approaches  to  such  issues  as  market  information  access, 
transparency,  internal  management  controls,  and  the  development 
of  clearing  facilities  for  OTC  derivatives. 

The  report  provides  an  overview  of  the  OTC  derivative 
markets,  including  a  quantitative  characterization  of  their  size 
and  scope.   Among  the  report's  key  findings: 

o    Market  Size:   The  widespread  use  of  notional  principal 
in  "sizing"  the  OTC  derivatives  market  may 
significantly  overg1:ate  total  risk  exposure  because, 
for  many  common  OTC  derivatives  transactions,  notional 
principal  is  used  only  to  calculate  payments  between 
counterparties  and  is  never  exchanged.   Thus,  while 
available  sources  indicate  that  total  notional 
principal  in  the  interest  rate  and  currency  swap 
markets  approached  $5  trillion  at  year-end  1992,  the 
true  risk  exposure  in  these  markets  can  be  assumed  to 
be  only  a  small  fraction  of  that  amount. 

o    Growth/Nature  of  Market:   OTC  derivatives  have  grown 
rapidly  by  any  measure.   The  market  for  swaps  appears 
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to  be  almost  entirely  intennediated  by  institutions 
that  act  as  dealers. 

o    SWap  Dealers:   As  of  year-end  1991,  the  number  of  U.S. 
swap  dealers  with  notional  principal  exceeding  $10 
billion  stood  at  20.   Of  U.S.  dealers,  commercial  bank 
positions  were  three  to  five  times  larger  than  those  of 
non-banks  or  U.S.  units  of  foreign  dealers. 
Information  provided  by  the  SEC  indicates  that 
aggregate  notional  principal  held  by  major  U.S.  broker- 
dealer  affiliates  on  interest  rate  and  currency  swaps 
and  forex  forwards  roughly  equaled  the  aggregate 
notional  value  of  these  dealers'  futures  positions. 

o    End-Users:   Based  on  available  information,  end-users 
of  interest  rate  and  forex  derivative  products  appear 
to  consist  primarily  of  commercial  banks  and  corporate 
financial  subsidiaries  (25%) ,  followed  by  corporations 
(20%),  regional  banks  (18%),  and  non-dealer  foreign 
banks  (16%).   A  few  large  U.S.  end-users  tend  to 
account  for  a  sizeable  proportion  of  total  industry  * 
notional  principal. 

The  report  also  notes  that  a  threshold  issue  in  considering 
the  size  and  nature  of  the  markets  in  OTC  derivatives  is  that 
comprehensive,  standardized  data  about  OTC  derivative  products 


501 


31 

and  those  who  use  them  are  currently  unavailable.   One  reason  for 
this  is  that  OTC  derivatives  market  participants  are  subject  to 
varying  degrees  of  regulatory  oversight  and,  thus,  to  different 
disclosure  obligations.   However,  the  available  data  are  adequate 
to  draw  some  basic  conclusions,  but  include  gaps  suggesting  a 
need  for  further  study. 

The  report  points  out  that  potential  systemic  risks, 
including  those  associated  with  individual  participants  (such  as 
credit  risk) ,  and  those  more  generally  associated  with  OTC 
derivatives  trading  (such  as  lack  of  transparency) ,  have  been 
identified  by  numerous  domestic  and  international  regulators,  and 
other  interested  parties.   The  report  summarizes  these  risks,  and 
describes  steps  that  have  been  taken  by  regulators  and  market 
participants  to  address  them. 

At  this  point,  existing  regulatory  structures  appear 
adequate  to  address  issues  raised  by  the  growth  in  OTC 
derivatives  markets.   However,  given  that  many  of  the  issues 
raised  to  date  are  clearly  inter-agency  in  nature,  benefits  could 
be  reaped  from  greater  communication  and  coordination  among 
regulators  with  an  interest  in  these  markets.   This  effort  would 
supplement,  rather  than  supplant,  the  ongoing  efforts  of  these 
regulators.   Accordingly,  the  inter-agency  council  being 
recommended  by  the  Commission  would  identify  and  consider  common 
regulatory  issues  raised  by  OTC  derivative  products. 
Specifically,  the  CFTC  recommends  that  such  a  council's  agenda 
consist  of  the  following  issues: 
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InforTnation  Access.   Perhaps  the  most  pressing  issue  is  the 
difficulty  of  obtaining  comprehensive  information  about  OTC 
derivative  markets.   An  early  focus  of  regulators'  efforts  should 
be  identification  of  information  gaps  and  data  needs;  e.g. .  what 
information  or  statistics  are  needed;  what  information  is 
available  and  where  such  information  is  located;  how  information 
currently  collected  under  risk  assessment,  capital  or  other 
authorities  of  the  various  regulators  could  be  more  standardized; 
whether  more  explicit  lead  regulator-type  arrangements  for  the 
collection,  exchange  and  monitoring  of  information  could  improve 
its  usefulness  and  accessibility;  and  the  extent  to  which 
existing  authorities  are  sufficient  as  to  unregulated  end-users 
and  unregistered  or  foreign  entities  performing  intermediary 
functions. 

Pricing.  Disclosure  and  Risk  Valuation  Issues.   Another 
issue  that  federal  regulators  may  wish  to  review  is  the  relative 
lack  of  transparency  in  OTC  derivatives  markets,  specifically, 
whether  opacity  adversely  affects  the  management  of  risk. 
Additionally,  regulators  could  examine  the  adequacy  of  financial 
disclosure  by  the  various  types  of  participants  in  these  markets. 

Internal  Controls.   Federal  regulators  may  also  wish  to 
consider  how  they  best  can  encourage  the  extension  of  basic  risk 
control  measures  to  end-users  through  guidance  to  regulated 
participants. 

Clearing  Facilities  for  OTC  Derivatives.   Proposals  for 
clearing  various  OTC  derivatives  raise  a  number  of  issues 


503 


33 

appropriate  for  inter-agency  discussion  due  to  inter-market 
linkages  between  clearing  systems,  the  inter-market  interests  of 
major  participants,  and  participatioh  by  firms  in  multiple 
markets. 

Scope  of  Regulatory  Oversight.   Though  the  Commission  is  not 
recommending  additional  regulatory  controls  over  OTC  derivatives 
at  this  time,  the  inter-agency  council  may  wish  to  consider 
issues  raised  by  the  presence  of  dealers  in  OTC  derivative 
markets  that  are  not  otherwise  subject  to  federal  regulatory 
oversight. 

The  Commission  was  also  asked  to  assess  the  public  policy 
implications  of  two  recent  court  decision,  Bybee  v.  A-Mark 
Precious  Metals.  Inc..  945  F.2d  309  (9th  Cir.  1991),  and  Salomon 
Forex.  Inc.  v.  Tauber.  795  F.  Supp.  768  (E.D.  Va.  1992),  affld. 
No.  92-1406  (4th  Cir.  October  18,  1993).   The  Commission  intends 
to  carefully  monitor  how  the  A-Mark  decision  is  used  by  litigants 
and  interpreted  by  courts,  but  does  not  believe  that  the 
Commission's  or  the  states'  law  enforcement  efforts  will  be 
significantly  hampered  by  the  decision.   As  to  the  Tauber 
decision,  in  view  of  the  prevalence  of  litigation  and  the  courts' 
lack  of  unanimity  over  the  scope  of  the  Treasury  Amendment,  the 
Commission  will  consider  recommending  to  Congress  legislation 
that  would  affirm  the  CFTC's  view  that  the  Treasury 
Amendment—''  does  not  extend  to  the  sale  of  futures  and 
options  on  foreign  currency  to  the  general  pxiblic. 


^'        7  U.S.C.  §  2(11) . 
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The  report's  analysis  of  the  single  regulator  issue  focuses 
primarily  on  issues  raised  by  a  merger  of  the  CFTC  and  SEC.   In 
the  Commission's  view,  it  is  unlikely  that  the  anticipated 
benefits  of  combining  the  functions  of  the  CFTC  and  the  SEC  into 
one  agency  would  outweigh  the  anticipated  costs.   Merging  the 
CFTC  and  the  SEC  would  leave  unaddressed  the  emerging  issues 
concerning  OTC  derivatives  which  are  the  primary  focus  of  the 
report.   The  systemic  implications  of  OTC  derivatives  relate  to 
the  responsibility  of  bank  regulators  to  oversee  the  activities 
of  financial  institutions  involved  with  such  products  as  well. 
The  CFTC  believes  that  the  cross-market  concerns  about  these 
products  could  best  be  addressed  by  establishment  of  the 
recommended  inter-agency  council  encompassing  the  SEC,  CFTC,  and 
bank  regulators  to  supplement  the  agencies'  current  efforts  at 
cooperation,  information  sharing,  and  harmonization  of  regulatory 
efforts. 

Question  4.  What  competency  training,  testing  or  other 
requirements  are  there  for  professionals  that  regulate  or  deal 
derivative  products? 

Generally,  although  the  Commission  has  no  specific 

recruitment  requirements  regarding  training  with  regard  to 

derivatives,  many  CFTC  staff  members  have  a  background  in  the 

industry  or  equivalent  experience  in  derivatives.   Moreover,  the 

overwhelming  number  of  our  staff  who  regulate  derivative  products 

are  highly  educated  professionals;  26%  are  lawyers,  10%  are 

economists  (73%  of  which  have  a  master's  degree  or  higher) ,  and 
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6%  are  auditors.   The  Commission's  staff  also  includes  a  number 
of  certified  public  accountants  (CPAs) ,  and  the  Commission  funds 
CPA  training  for  interested  staff  members.   Expert  members  of  the 
CFTC  staff  have  assisted  the  FBI  in  the  development  of  criminal 
cases  and  have  conducted  training  sessions  for  representatives  of 
foreign  jurisdictions  interested  in  establishing  derivatives 
markets. 

Recognizing  the  importance  of  its  staff,  the  Commission 
sponsors  an  on-site  training  program  to  enhance  staff  knowledge 
in  areas  of  special  interest  or  to  provide  new  employees  with 
basic  instruction.   For  example,  courses  have  been  offered  on  the 
economics  of  regulation,  on  regulatory  writing,  and  on 
swaps.—'   In  addition,  each  Division  of  the  Commission  is 
required  to  develop  a  detailed  training  plan  to  ensure  that  the 
developmental  needs  of  the  Commission  and  staff  are  being 
identified  and  addressed. 

As  discussed  in  the  answer  to  Question  1,  eUaove,  the  Act 
requires  commodity  professionals  to  be  registered  in  order  to 
screen  their  fitness.   Futures  commission  merchants,  introducing 
brokers,  commodity  pool  operators,  commodity  trading  advisors, 
floor  brokers,  floor  traders  and  associated  persons  must  all  be 
registered.   Most  of  the  Commission's  registration  functions  have 


— '  New  employees  are  provided  with  a  series  of  training  classes 
regarding  the  regulation  of  derivative  products.  In  particular, 
the  Commission  offers  an  introduction  course  taught  by  in-house 
staff  and  other  courses  and  training  experiences  as  necessary. 
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been  delegated  to  National  Futures  Association  (NFA) ,  a  self- 
regulatory  organization. 

In  addition  to  registration,  industry  professionals  are 
required  to  meet  proficiency  standards.   The  written  proficiency 
examination  is  a  key  component  of  the  registration  fitness 
determination.—^  Specifically,  NFA  Registration  Rule  401 
generally  provides  that  an  individual  applying  for  NFA  membership 
must  have  taken  and  passed  the  National  Commodity  Futures 
Examination  (the  "Series  3  examination")  within  two  years  of  the 
date  the  application  is  received  by  NFA.—' 


— ''  The  Futures  Trading  Act  of  1982  ("1982  Act")  expanded  the 
Commission's  authority  under  Section  4p  of  the  Act,  to  include  all 
categories  of  registrant.  The  1982  Act  also  authorized  the 
Commission,  in  lieu  of  administering  its  own  written  proficiency 
examination,  to  provide  for  such  examinations  to  be  given  by  a 
contract  market  or  a  registered  futures  association.  Section  17 (p) 
of  the  Act,  also  added  by  the  1982  Act,  provided  that  each  futures 
association  registered  under  the  Act  promptly  adopt  rules  requiring 
such  association  to  provide  for,  among  other  things,  proficiency 
testing  for  all  persons  for  which  such  registered  futures 
association  has  registration  responsibilities. 

—'  Recently,  the  Commission  approved  a  change  to  NFA's  rules  that 
allow  General  Securities  Representatives  (those  persons  registered 
with  NASD  and  who  have  successfully  completed  the  NASD  Series  7 
examination)  to  satisfy  the  proficiency  testing  requirement  by 
taking  and  completing  NFA's  newly  developed  Managed  Futures  Funds 
Examination  (the  "Series  31  examination")  in  lieu  of  the  Series  3 
examination,  provided  their  Commission  regulated  activities  are 
limited  to:  1)  the  solicitation  of  participation  in  commodity 
pools;  2)  solicitation  of  persons  to  open  discretionary  accounts 
with  registered  CTAs;  and  3)  the  supervision  of  persons  whose 
activities  are  so  limited. 
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Question  5.   Discuss  the  coordination  and  cooperation  that  exists 
between  the  CFTC  and  other  regulators  of  finzmcial  derivatives 
products. 

Over  the  past  several  years,  financial  regulators  have  come 
to  understand  more  completely  the  linkages  between  various 
markets  and  marketplaces.   As  a  result,  the  CFTC  and  other 
financial  regulators  have  sought  to  forge  close,  cooperative 
relations  in  order  to  find  solutions  for  perceived  inter-market 
problems. 

There  are  numerous  examples  of  coordination  and  cooperation 
between  financial  regulators.   For  many  years,  the  Commission  has 
provided  a  monthly  report  to  the  banking  regulators  regarding  the 
positions  held  by  banks  in  the  futures  and  options  markets.   In 
addition,  the  Commission's  staff  conducts  quarterly  surveillance 
meetings  which  are  attended  by  officials  from  the  FRB,  SEC, 
Treasury  Department,  and  Federal  Reserve  Bank  of  New  York  (via 
teleconferencing,)  to  identify  and  resolve  inter-agency  concerns 
relating  to  the  expiration  of  financial  futures  contracts. 

The  CFTC  also  participates  in  meetings  of  groups  designed  to 
foster  coordination  of  specific  intra-market  or  inter-market 
regulatory  or  self -regulatory  activities.   These  groups  include 
the  Inter-market  Surveillance  Group  ("ISG") ,  the  Inter-market 
Financial  Surveillance  Group,  the  Joint  Compliance  Committee,  the 
Clearing  Organization  and  Clearing  Bank  Roundtable,  the  Joint 
Audit  Committee  and  working  groups  established  by  the  Market 
Improvements  Committee  (on  which  Commission  staff  participate  as 
observers) .   Recent  cooperative  efforts  between  the  CFTC  and  the 
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SEC  have  resulted  in  companion  orders  facilitating  cross- 
margining  of  index  futures  and  options  positions,  as  well  as  the 
on-line  system  for  sharing  aggregated  settlement  data  and  margin 
and  deficit  information  on  clearing  members  of  all  futures 
exchanges  and  the  OCC. 

Because  of  the  global  nature  of  trading  in  the  derivative 
markets,  the  Commission  also  has  sought  to  establish  cooperative 
relations  with  foreign  regulators.   The  Commission  currently  is  a 
party  to  21  agreements  with  12  jurisdictions  to  cooperate  on  a 
range  of  supervisory  and  enforcement  matters.   Certain  of  these 
arrangements  specifically  address  the  financial  supervision  of 
firms  involved  in  cross  border  transactions  and  facilitate 
assessments  of  riskj  to  U.S.  FCMs  related  to  their  affiliates  in 
other  jurisdictions. 

International  information  sharing  has  been  facilitated  by 
increased  participation  of  foreign  exchanges  as  affiliates  of  the 
ISG,  whose  function  is  to  coordinate  surveillance  for  various 
market  abuses.   All  of  the  U.S.  stock  and  option  exchanges  are 
members  of  the  ISG.   Four  U.S.  futures  exchanges  on  which  stock 
index  products  are  traded  participate  as  affiliates.   Currently, 
the  foreign  affiliates  are  The  Alberta  Stock  Exchange,  Amsterdam 
Stock  Exchange,  The  Montreal  Exchange,  Toronto  Stock  Exchange, 
The  Securities  Futures  Authority,  and  Vancouver  Stock  Exchange. 
The  CFTC  and  SEC  both  participate  as  observers.^' 


^'   All  of  the  groups  noted  above  and  their  mission  is  discussed  at 

greater  length  in  the  CFTC's  Intermarket  Coordination  Report; A 

Report  to  Congress,  required  by  the  Market  Reform  Act  of  1990. 
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Question  6.   Please  share  with  the  Committee  any  comments  you 
have  on  the  Group  of  30 's  report  on  derivative  practices  and 
principles,  including  both  recommendations  for  regulators  and 
dealers. 

The  G-30  report  contains  some  20  recommendations  for 
internal  risk  management  practices  for  OTC  derivative  market 
participants.   Clearly,  the  focus  of  the  G-30  report  is  to 
provide  practical  guidance  to  dealers  and  end-users,  as  opposed 
to  regulatory  standards.   One  issue  that  ha^  been  raised  about 
the  G-30  report  is  its  lack  of  a  timetable  for,  and  of  a  system 
to  monitor,  the  implementation  of  its  recommendations.—' 

The  Commission's  derivative  report  discusses  internal 
control  mechanisms  such  as  those  advocated  by  the  Group  of  30  and 
other  commentators  on  OTC  derivatives  markets.   The  Commission 
notes  that  the  extent  to  which  such  recommended  practices  are 
actually  standard  practice  for  OTC  derivatives  participants  is  an 
open  question.   In  the  report,  the  Commission  identifies  the 
subject  of  internal  controls  as  a  potential  inter-agency 
coordinating  committee  issue.   In  particular,  the  Commission 
suggests  that  federal  regulators  discuss  how  they  can  best 


—'  David  W.  Mullins,  Jr.,  Vice  Chairman  of  the  Board  of  Governors 
of  the  Federal  Reserve  System  on  July  28,  1993,  in  a  speech  before 
the  ISDA  Summer  Conference,  observed  that: 

As  to  the  role  of  the  Group  of  Thirty  in  fostering 
implementation,  one  can't  help  but  note  the  contrast  between 
this  report  and  the  Group  of  Thirty  sponsored  study  of 
securities  clearance  and  settlement  systems.  In  the  latter 
case,  the  report  set  a  timetable  for  implementation  of  its 
recommendations  and  created  a  secretariat  to  monitor 
implementation  efforts  in  more  than  a  dozen  countries. 
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encourage  the  extension  of  sound  internal  controls  to  end-users 
of  OTC  derivative  products. 
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On  October  28,  1993  at  10:00  a.m.  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  on  the  safety  and 
soundness  issues  associated  with  bank  derivatives  activities.  You 
are  invited  to  testify  at  this  hearing. 

The  Committee  is  interested  in  hearing  from  the  Securities  and 
Exchange  Commission  on  the  oversight  of  derivative  activities  of 
bank  holding  companies  as  well  as  the  interagency  coordination  that 
exists  between  regulators  of  derivative  products. 

So  that  the  Committee  can  better  understand  the  regulatory 
environment,  please  direct  your  written  testimony  to  include 
discussion  of  the  following  areas: 

1.    Please  summarize  your  agency's  strategy  for  supervising 
derivative  market  activities. 


2a.  To  what  extent  does  the  SEC  regulate  the  derivative  activities 
of  banks  and  bank  holding  companies? 

2b.  Would  that  authority  change  if  bank  or  bank  holding  company 
derivative  activities  were  transferred  to  a  separately 
capitalized  subsidiary? 

3.  To  what  extent  do  GAAP  financial  reporting  requirements 
applicable  to  the  derivatives  activities  of  banks  and  bank 
holding  companies  reflect  the  risks  associated  with  those 
activities?  Please  describe  any  SEC  guidelines  which  are 
incremental  to  the  GAAP  requirements  that  mandate  bank  holding 
companies  to  disclose  supplementary  or  non-financial  statement 
data  on  off  balance  sheet  financial  products. 

4.  Please  describe  any  projects  which  are  under  consideration 
that  might  affect  the  financial  reporting  and  disclosure  of 
derivative  products  activities  and  risks. 
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Discuss  the  coordination  and  cooperation  that  exists  between 
the  SBO^and  other  regulators  of  financial  derivative  products. 


6.  What  ^aasents  does  the  SEC  have  on  the  growth  of  over-the- 
Luiiiil  M  iTi  I  i  I  il  i  III  activities?  Are  you  concerned  about  the 
adequacy  of  the  regulation  in  the  OTC  market  for  derivative 
products? 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  your  agency's  efforts  to  monitor  derivative  products. 

You  will  be  given  five  minutes  to  summarize  your  written 
remarks.  Banking  Committee  rules  require  that  two  hundred  copies 
of  your  written  testimony  be  delivered  to  Room  2129,  Rayburn  House 
Office  Building,  no  later  than  the  close  of  business  October  26, 
1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 


lenry  H.  Gonza] 
Chairman 
HBG : mpc 
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DERIVATIVES  ACTIVITES 

BEFORE  THE  COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

OCTOBER  28,  1993 

Chainnan  Gonzalez  and  Members  of  the  Committee: 

I  am  pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and 
Exchange  Commission  r^arding  the  regulation  of  derivatives  activities.    During  recent 
years,  we  have  witnessed  a  virtual  explosion  in  the  types  of  fmancial  products  being  brought 
to  maricet  in  this  country,  including  growing  activity  involving  over-the-counter  ("OTC") 
derivatives.   The  growth  of  this  market  has  presented  a  significant  new  challenge  for 
regulators  ~  one  which  the  Commission  has  met  head  on,  and  continues  to  meet  by 
combining  vigorous  oversight  of  our  fmancial  markets  with  the  flexibility  that  allows  new 
products  to  develop  in  re^xinse  to  investor  needs. 

The  r^id  growth  of  the  OTC  market  in  derivative  products  has  raised 
concerns  in  many  quartos  r^aiding  the  adequacy  of  regulation  of  these  fmancial  devices, 
and  the  possible  effects  of  this  burgeoning  market  on  the  stability  of  the  world's  financial 
markets.   While  these  concerns  are  understandable,  it  is  important  to  recognize  that  the  risks 
posed  by  new  and  iimovative  securities  derivative  products  can  be  addressed  by  the  existing 
securities  regulatory  system.    Indeed,  a  hallmark  of  the  securities  regulatory  structure  is  its 
ability  to  encourage  comp^tion  and  innovation  and  at  the  same  time  protect  investors. 
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Commission  Strategies  for  Supervising  Derivatives  Market  Activities 

"Derivatives,"  as  the  term  is  commonly  used,  encompass  a  wide  array  of 
flaancial  products,  including  swaps,  futures,  options,  and  forwards,  that  derive  their  value 
from  other  assets,  such  as  equities,  debt,  foreign  currency,  and  commodities.    Some 
derivative  products,  such  as  options  on  securities,  can  be  standardii^  products  traded  on 
options  exchanges;  others,  such  as  currency  and  interest  rate  swaps,  often  are  customized  to 
suit  the  needs  of  individual  investors,  and  purchased  and  sold  in  the  OTC  market. 

As  a  practical  matter,  the  derivative  products  assuming  a  larger  role  in  today's 
OTC  market  are  similar  to,  if  not  the  same  as,  exchange-traded  futures  and  options,  except 
that  they  add  a  key  element  of  credit  risk  not  present  in  standardized  exchange-traded 
products.    While  the  Commission  shares  concerns  about  the  risks  associated  with  the 
explosion  in  trading  of  OTC  derivatives,"  these  concerns  are  tempered  somewhat  by  the 
Commission's  extensive  experience  in  regulating  new  and  innovative  fmancial  products. 

The  Commission  is  the  nation's  first  and  oldest  federal  regulator  of  derivative 
products.    In  1934,  Congress  considered  banning  all  options  trading  in  order  to  eliminate  the 
abuses  perpetrated  by  a  variety  of  investment  pools  and  syndicates.    After  identifying  options 
trading  as  a  legitimate  tool  for  hedging  and  as  a  factor  in  promoting  price  protection  and 
mailcet  stability,  Congress  instead  gave  the  Commission  the  authority  to  approve  options 
trading  through  rulemaking  under  Section  9  of  the  Securities  Exchange  Act  of  1934.^   Since 
1934,  the  Commission  has  regulated  trading  in  stock  options  and  other  securities-based 
derivative  products.    These  include  both  standardized  options,  such  as  those  traded  on  five 
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national  exchanges,  and  derivatives  offered  by  corporate  issuers,  such  as  warrants,  rights, 
and  various  convertible  securities. 

By  1982,  the  proliferation  of  exchange-traded  derivative  products  had  resulted 
in  confusion  over  the  respective  jurisdictional  boundaries  of  the  Commission  and  the 
Commodity  Futures  Trading  Commission  ("CFTC").    An  agreement  reached  between  the 
Commission  and  the  CFTC  was  codified  by  the  Congress  in  1982.'  Under  the  legislation, 
the  CFTC  retained  exclusive  jurisdiction  over  aU  futures  contracts,  including  futures 
contracts  on  stock  indexes,'*  and  options  on  futures  contracts  and  physical  commodities  and 
foreign  currency  (excq)t  if  traded  on  a  securities  exchange).'   The  Commission  retained 
jurisdiction  over  securities,  including  options  on  securities  (including  exempted  securities), 
options  on  certificates  of  deposit,  options  on  stock  indexes,  and  options  on  foreign  currency 
traded  on  a  national  securities  exchange. 

Commission  regulation  is  comprised  of  four  building  blocks  that  serve  as  the 
foundation  for  investor  protection  while  still  maintaining  an  open  and  efficient  market 
structure. 

•  Rules  Against  Fraud  and  Manipulation.    The  cornerstone  of  Commission 
regulation  is  the  maintenance  of  markets  that  are  free  of  manipulation  and  abuse.   In 
this  regard,  the  Commission  has  specific  statutory  authority  under  the  antifraud 
provisions  of  the  federal  securities  laws  to  adopt  and  enforce  rules  that  prohibit 
market  manipulation,  insider  trading,  and  abusive  securities  trading  or  sales  practices. 

•  Broker-dealer  Regulation.   In  the  United  States,  broker-dealers  that 
conduct  any  derivatives  activity  involving  securities  are  required  to  be  registered  as 
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broker-dealers  with  the  Commission  and  to  be  members  of  one  or  more  self- 
regulatory  organizations  ("SROs"),  such  as  the  National  Association  of  Securities 
Dealers,  Inc.  ("NASD"),  the  New  York  Stock  Exchange,  and  the  other  national 
exchanges  on  which  derivative  securities  are  traded.    The  SROs  promulgate  and 
enforce  rules  governing  broker-dealer  sales  practices.    Under  these  rules,  broker- 
dealers  have  a  duty  to  provide  their  customers  with  best  execution  of  their  orders, 
and  to  make  suitability  determinations  before  recommending  customer  trades. 

In  addition,  all  broker-dealers  are  subject  to  Commission  rules  governing 
financial  responsibility  that  are  designed  to  protect  their  integrity  and  financial 
stability.    These  rules  include  the  Commission's  recordkeeping  and  reporting  rules 
and  the  net  capital  rule.    The  net  capital  rule,  in  particular,  plays  a  significant  role  in 
the  maintenance  of  fair  and  orderly  markets  in  the  United  States  by  ensuring  that 
broker-dealers  maintain  sufficient  net,  liquid  assets  that  enable  them  to  satisfy 
promptly  their  obligations  to  customers  and  other  broker-dealers.    These  assets  also 
provide  a  cushion  against  potential  market  and  credit  risks. 

The  net  capital  rule's  existing  structure  was  developed  in  large  measure  prior 
to  the  recent  growth  and  development  of  the  OTC  derivatives  market.    Under  the 
rule,  OTC  derivatives  are  treated  as  unsecured  receivables  subject  to  a  100%  capital 
charge  in  computing  net  capital.    The  capital  requirements  necessary  for  effecting 
OTC  derivatives  transactions  through  registered  broker-dealers  have  been  one  factor 
influencing  dealer  decisions  to  conduct  derivatives  activities  not  involving  securities 
in  unregistered  entities  either  here  or  abroad,  or  in  separately-capitalized  derivative 
product  companies  ("DPCs").  '     In  response  to  these  developments,  on  May  4, 
1993,  the  Commission  issued  a  concept  release  requesting  comments  on  the  treatment 
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of  derivative  products  under  the  net  capital  rule  (the  "Concept  Release").'  Among 
the  approaches  considered  by  the  Commission  in  the  Concq)t  Release  is  the 
development  of  capital  requirements  that  comprehensively  address  the  credit  and 
market  risks  posed  by  derivative  products  so  that  firms  may  conduct  derivatives 
activities  in  registered  broker-dealers  subject  to  appropriate  capital  standards. 

•    Regulation  of  the  Markets.    A  special  regulatory  regime  has  developed  for 
securities  that  are  traded  on  a  national  securities  exchange.    These  rules  are  designed 
to  maintain  fair  and  orderly  markets,  while  facilitating  maiket  competition  and 
efficiency.    Exchange  trading,  for  instance,  provides  certain  safeguards,  including 
transparency  (in  the  form  of  real  time  quotation  and  price  rqwrting),  margin 
requirements  and  position  limits,  limitations  on  market  concentration,  audit  trail 
requirements,  and  circuit  breakers  designed  to  control  extreme  market  shifts.    Some 
OTC  markets,  such  as  the  NASD's  automated  quotation  system  G^asdaq),  provide 
many  of  the  same  protections.    These  markets  also  are  subject  to  surveillance  systems 
that  enhance  the  ability  of  the  SROs  to  examine  and  enforce  Commission  and  SRO 
customer  protection  rules. 

Systems  also  have  been  established  to  ensure  efficient  and  accurate  clearance 
and  settlement  of  trades.    Options  transactions  effected  on  a  national  exchange  are 
cleared  and  settled  in  a  continuous  net  settlement  system  operated  by  the  Options 
Clearing  Corporation.    This  system  significantly  reduces  counterparty  risk  through 
the  presence  of  a  financially  stable  contractual  intermediary  that  interposes  itself  as 
the  contra  party  to  both  sides  of  any  transaction. 
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•    Special  Customer  Protection  Rules.    Broker-dealers  effecting  transactions 
in  securities  that  pose  unique  risks  to  investors,  whether  such  securities  are  traded  on 
an  exchange  or  in  the  OTC  market,  are  subject  to  additional  requirements  under  the 
federal  securities  laws,  including  sales  practice  requirements  intended  to  protect 
investors  and  provide  them  with  information  about  investment  risk.    In  options 
transactions,  broker-dealers  are  required  to  follow  certain  SRO  rules  governing 
account  opening  procedures.    Among  other  things,  they  are  required  to  exercise  due 
diligence  in  ascertaining  customer  suitability  for  options  trading,  particularly  before 
recommending  options  trades  or  trading  strategies,  and  to  provide  each  customer  with 
a  standardized  risk  disclosure  document.    SRO  rules  also  impose  special  qualification 
and  testing  requirements  for  broker-dealer  sales  personnel  and  their  supervisors  who 
effect  options  transactions. 

The  OTC  Derivatives  Market 

The  last  decade  has  witnessed  the  proliferation  of  derivative  products  beyond 
the  seemingly  ordinary  array  of  options,  forwards,  and  futures  common  only  ten  years  ago. 
Now,  complex  instruments  combining  elements  of  some  or  all  of  these  products  are  rapidly 
being  developed  to  permit  a  wide  variety  of  institutional  end-users  to  manage  commercial 
and  investment  risks.    Because  of  the  extraordinary  growth  in  the  OTC  derivatives  maricet, 
perhaps  no  other  subject  has  received  such  intense  regulatory  scrutiny  over  the  past  year. 
What  began  as  an  institutional  market  for  shifting  currency  and  interest  rate  risk  has 
exploded  into  a  market  of  numerous  products  covering  a  variety  of  asset  classes. 

The  great  success  of  the  OTC  derivatives  market  primarily  results  from  the 
products'  flexibility.    OTC  derivatives  can  be  structured  to  match  the  portfolio,  or  the 
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investment  strategy,  of  a  particular  purchaser  of  a  derivatives  contract.   As  a  result,  these 
products  offer  institutions  the  ability  to  manage  risks  that  might  otherwise  make  certain 
investments  or  economic  activities  impracticable.   In  addition,  OTC  derivatives  allow 
institutions  to  gain  exposure  to  equity,  bond,  or  mortgage  markets  around  the  world  without 
having  to  liquidate  certificates  of  dq)Osit  or  Treasury  securities. 

There  is  no  disputing  the  utility  and  versatility  of  the  OTC  derivative  products 
being  brought  to  maricet  today.   The  proliferation  of  OTC  derivatives,  however,  raises 
certain  issues  of  fundamental  importance  to  regulators: 

•         Customer  Suitability.   The  Commission  is  responsive  to  indications  that 
the  customer  base  of  the  derivatives  market,  which  began  with  only  the  largest,  most 
sophisticated  institutions,  may  be  reaching  the  next  tier  of  institutional  investors. 
Small  institutions,  for  example,  increasingly  are  using  derivative  products  as  a  risk 
management  tool  to  counter  the  effects  of  market  volatility  or  to  reallocate  certain 
risks,  particularly  currency  risks,  associated  with  portfolio  assets.    Certain  derivative 
products,  such  as  detachable  call  options  on  municipal  bonds  or  collateralized 
mortgage  obligations,  are  available  even  to  retail  investors. 

Many  derivative  products,  however,  may  not  be  suitable  for  less  sophisticated 
institutional  and  retail  customers.   The  Commission  and  the  SROs  will  not  hesitate  to 
enforce  the  antifraud  provisions  of  the  federal  securities  laws  and  SRO  customer 
protection  rules  to  ensure  that  broker-dealers  refrain  from  recommending  unsuitable 
products  to  uninformed  investors. 
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•         Market  Impact.    The  Commission  is  aware  of  the  possibility  that  the 
increased  use  of  derivatives  could  lead  to  the  failure  of  one  or  more  derivatives 
dealers  during  periods  of  extreme  market  stress,  with  this  failure  creating  ripple 
effects  throughout  the  OTC  derivatives  market  for  broker-dealers  and  other  market 
participants. 

In  f)articular,  the  growth  of  the  OTC  derivatives  market  has  raised  issues  with 
respect  to  counterparty  credit  risk,  leverage,  undue  concentration,  and  internal  control 
mechanisms.'   To  remain  informed  about  the  issues,  the  Commission  relies  on 
information  from  various  sources,  including  on-site  inspections  of  registered  broker- 
dealers,  information  reported  to  the  Commission  pursuant  to  the  Maricet  Reform  Act 
of  1990  (the  "Market  Reform  Act") ',  discussions  with  market  participants  and  fellow 
regulators,  and  numerous  studies  and  other  publications. '"  The  Commission  also  has 
addressed  these  issues  through  a  combination  of  its  fmancial  responsibility  and 
rqx)rting  rules. 

The  Commission's  current  net  capital  rule  addresses  leverage  assumed  by 
broker-dealers  through  the  application  of  required  net  capital  charges.    Historically, 
unsecured  extensions  of  credit  have  not  been  a  significant  element  of  a  broker- 
dealer's  business.    The  net  capital  rule's  design  reflects  this;  thus  the  rule  contains 
sophisticated  assessments  of  the  market  risk  component  of  securities  and  commodities 
positions,  but  treats  unsecured  credit  risk  issues  more  severely.    The  unrealized  profit 
related  to  certain  OTC  derivative  products,  for  example,  generally  is  treated  as  if  it 
were  an  unsecured  receivable  under  the  net  capital  rule,  subject  to  a  100%  capital 
charge  in  computing  net  capital.    The  capital  requirements  necessary  to  conduct  OTC 
derivatives  activities  in  registered  broker-dealers  is  one  factor,  in  addition  to 
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business,  economic,  and  legal  considerations,  that  has  encouraged  derivatives 
activities  to  be  conducted  in  affiliated  entities.    As  stated  earlier,  the  Commission  is 
considering  different  approaches  to  the  treatment  of  derivative  products  under  the  net 
capital  rule  in  order  to  evaluate  whether  the  net  capital  rule  should  be  modified  in 
light  of  activities  in  the  derivatives  maricet,  generally,  and  in  the  OTC  market  in 
particular. 

One  approach  under  consideration  would  involve  maintaining  the  current  net 
capital  rule.    Another  approach  would  be  to  devise  capital  requirements  that 
comprehensively  address  the  credit  and  market  risks  posed  by  derivative  products,  so 
that  firms  could  conduct  their  derivatives  activities  in  registered  broker-dealers 
without  what  they  often  regard  as  undue  capital  constraints.    A  third  approach,  which 
could  be  combined  with  either  of  the  first  two  approaches  or  implemented  sqsarately, 
would  be  to  formulate  separate  capital  guidelines  that  specifically  would  apply  to 
DPCs  that  are  registered  broker-dealers. 

The  Commission  staff  also  collects  information  from  registered  broker-dealers 
to  enable  the  staff  to  further  evaluate  the  risk  management  systems  of  broker- 
dealers,  particularly  their  systems  for  monitoring  counteiparty  risk.    Specifically, 
pursuant  to  the  Market  Reform  Act,  the  Commission  adopted  risk  assessment 
recordkeeping  and  reporting  rules  "  that  provide  the  Commission  with  an  overview, 
on  a  periodic  basis,  of  any  material  risks  to  broker-dealers  posed  by  their  affiliates. 
Under  the  rules,  broker-dealers  are  required  to  file  information  concerning  the 
financial  and  securities  activities  of  affiliates  that  are  likely  to  have  a  material  impact 
on  the  broker-dealer's  financial  and  operational  condition,  and  to  provide  the 
Commission  with  immediate  and  more  detailed  information  in  response  to 
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Commission  concerns  regarding  a  broker-dealer's  fmancial  or  operational  condition. 
In  addition,  broker-dealers  are  required  to  make  and  keep  records  concerning  their 
policies,  procedures,  and  systems  for  monitoring  and  controlling  financial  and 
operational  risks  resulting  from  the  activities  of  their  affiliates.    The  Commission's 
staff  presently  is  analyzing  quarterly  filing  information  obtained  from  approximately 
250  securities  firms. 

•         Market  Interaction.   The  interrelationships  that  exist  among  the  cash 
markets  and  derivatives  trading  also  cannot  be  ignored.    Recent  history  has 
demonstrated,  for  example,  how  the  liquidity  of  the  nation's  equity  markets  may  be 
strained  by  the  sell-off  of  stocks  and  futures  by  derivatives  dealers  trying  to  adjust 
their  hedges  to  accommodate  rapidly  changing  market  risks."   Experience  also  has 
shown  that  market  volatility  can  be  magnified  to  the  extent  a  few  large  dealers  or 
investors  dominate  and  are  capable  of  moving  a  market."   The  Commission's 
reconstruction  of  the  trading  activity  in  the  1987  and  1989  maricet  breaks 
demonstrated  the  relationship  between  the  markets. 

Regulation  of  Derivatives  Activities  of  Banks  and  Bank  Holding  Companies:    Interagency 
Cooperation 

The  Commission  does  not  have  the  authority  to  regulate  the  derivatives 
activities  of  banks  acting  as  dealers.    The  Commission  recognizes,  however,  that  because  the 
derivatives  market  crosses  regulatory  and  global  boundaries,  effective  regulation  of  the 
derivatives  market  requires  coordination  and  cooperation  with  other  interested  regulators  at 
all  levels.    Accordingly,  Chairman  Levitt  meets  regularly  with  the  heads  of  the  CFTC,  the 
Federal  Reserve  Board  ("FRB"),  and  the  Under  Secretary  of  the  Treasury  for  Domestic 
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Finance,  to  discuss  a  broad  range  of  structural  and  policy  issues,  including  developments  in, 
and  various  risks  posed  by,  the  derivatives  market.    These  meetings  provide  the  participants 
with  a  valuable  oppoitunity  to  draw  upon  each  agency's  experience  and  expertise. 
Interagency  efforts  undertaken  by  the  Commission  with  the  Department  of  Treasury,  the 
FRB,  and  the  CFTC  regarding  issues  and  concerns  relating  to  the  soundness,  stability,  and 
integrity  of  domestic  and  international  capital  maricets  are  described  fiirther  in  the  annual 
reports  the  Commission  and  the  other  agencies  file  with  the  Congress  pursuant  to  Section 
8(a)  of  the  Market  Reform  Act  of  1990." 

While  the  Commission  does  not  regulate  the  derivatives  activities  of  banks 
acting  as  dealers,  as  discussed  earlier,  it  does  regulate  non-bank,  broker-dealer  affiliates 
registered  with  the  Commission.    In  addition,  the  Commission  requires  all  public  companies, 
including  bank  holding  companies,  to  make  periodic  filings  to  the  Commission  that  disclose, 
among  other  things,  material  developments  in  the  reporting  company's  business  activities." 

Financial  Reporting 

At  the  present  time.  Generally  Accepted  Accounting  Principles  ("GAAP")  do 
not  comprehensively  address  the  manner  in  which  public  companies  must  account  for  and 
disclose  their  derivative  activities.  "  Much  of  the  accounting  for  derivatives  is  based  on 
accq)ted  practices,  however,  with  the  fmancial  effects  of  derivatives  contracts  being 
reflected  in  fmancial  statements  on  a  settlement  period  to  settlement  period  basis,  rather  than 
on  an  on-going  basis  through  the  life  of  the  contract  (except  for  futures  contracts  for  which 
there  are  daily  margin  requirements  based  on  the  value  of  the  contract). 
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As  noted  earlier,  financial  institutions  engaged  in  derivatives  activities  as 
either  dealers  or  end-users  are  exposed  to  both  credit  and  market  risk."   Registered  broker- 
dealers  and  investment  companies  are  required  to  marie  all  positions  to  maricet  and  reflect 
resultiiig  gains  or  losses  in  their  financial  statements.    Neither  the  credit  nor  the  market  risk 
of  derivatives  positions  designated  as  hedges  appear  on  the  face  of  the  fmancial  statements  of 
institutions  that  are  not  registered  as  broker-dealers  or  investment  companies.    However, 
SFA5  No.  105  does  require  footnote  disclosure  of  financial  instruments  with  off-balance- 
sheet  credit  risk.    It  also  requires  that  fmancial  institutions  disclose  by  class  of  fmancial 
instrument  the  following: 

•  the  amount  of  accounting  loss  the  institution  would  incur  if  any  party  to  the 
financial  instrument  failed  completely  to  perform  according  to  the  terms  of  the 
contract  and  any  collateral  or  other  security  proved  to  be  worthless;  and 

•  the  institution's  policy  with  respect  to  requiring  collateral  or  other  security  to 
support  fmancial  instruments  subject  to  credit  risk,  including  ~ 

•  information  about  the  entity's  access  to  the  collateral  or  security,  and 

•  the  nature  and  a  brief  description  of  the  collateral  or  other  security. 
In  practice,  two  of  the  major  classes  of  financial  instruments  for  which 

aggregate  credit  risk  is  disclosed  include  (1)  aggregate  interest  rate  and  foreign  currency 
swaps,  and  (2)  aggregate  interest  rate  forwards,  futures,  and  options.    Although  most 
institutions  provide  greater  detail  of  the  notional  amounts  of  various  types  of  derivative 
products,  such  notional  amounts  are  not  indicative  of  either  credit  or  maricet  risk. 

SFAS  No.  107  requires  disclosure  of  the  fair  value  of  on-  and  off-balance 
sheet  financial  instruments  for  which  it  is  practicable  to  estimate  that  value.    Financial 
institutions  acting  as  end-users  are  not  required  to  disclose  separately  the  value  of  derivatives 
positions  taken  to  hedge  other  financial  instruments.    Rather,  the  fair  value  of  the  hedged 
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item  may  be  measured  inclusive  of  the  value  of  the  derivative  used  as  a  hedge.  As  dealers, 
financial  institutions  generally  take  positions  as  intermediaries  with  their  customers,  but  then 
seek  to  reduce  risk  by  acquiring  an  offsetting  derivatives  position.  Typically,  the  aggregate 
value  of  these  "matched  books"  is  a  sub-component  of  the  institution's  trading  account. 
While  the  matched  book  is  designed  to  eliminate  market  risk,  the  institutions  continue  to  be 
exposed  to  credit  risk.  However,  the  credit  risk  associated  with  these  derivatives  activities 
is  not  sq)arately  disclosed. 

Financial  institutions  that  file  with  the  Commission  are  required  to  comply 
with  Regulation  S-K,  which  requires  disclosure  of  statistical  and  selected  financial 
infonnation  in  excess  of  that  required  of  financial  statements  under  GAAP.   The  most 
extensive  incremental  disclosures  are  found  in  Industry  Guide  3.  "  The  industry  guide 
requires  institutions  to  provide  an  average  balance  sheet  and  average  yield  or  average  rate 
paid  for  each  major  category  of  interest  bearing  asset  and  liability.   To  the  extent  that 
institutions  use  derivatives  to  hedge  or  manage  their  asset  and  liability  positions,  the  average 
yield  and  rate  paid  are  net  of  the  effect  on  income  and  expense  of  the  derivative  position.   It 
should  be  noted  that  no  separate  disclosure  of  the  effects  of  derivatives  positions  is  required 
to  be  provided. 

Regulation  S-K,  Item  303,  "  Management's  Discussion  and  Analysis  of 
Financial  Condition  and  Results  of  Operations  ("MDA"),  requires  registrants  to  discuss 
information  about  liquidity,  capital  resources,  and  results  of  operations  that  the  registrant 
believes  is  necessary  to  an  understanding  of  financial  condition,  cash  flows,  and  results  of 
operations.    This  very  broad  requirement  is  intended  to  elicit  disclosure  about  transactions  or 
other  factors  that  are  not  required  by  GAAP,  and  while  not  evident  from  financial  statement 
or  other  disclosure,  are  necessary  to  an  understanding  of  the  financial  statements  both  from 
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a  historic  perspective,  as  well  as  with  respect  to  continuing  operations.    Specifically,  Item 
303(a)(3)(ii)  requires  registrants  to    "[djescribe  any  known  trends  or  uncertainties  that  have 
had  or  that  the  registrant  reasonably  expects  will  have  a  material  favorable  or  unfavorable 
impact  on  net  sales  or  revenues  or  income  from  continuing  operations."   The  staff  has 
observed  instances  in  which  registrants  have  used  MDA  to  disclose  the  existence  of 
derivatives  positions  that  have  had,  or  that  will  have,  a  material  impact  on  the  results  of 
their  operations. 

The  FASB's  project  on  hedge  accounting  involving  the  deferral  of  gains  or 
losses  is  a  significant  project  that  is  expected  to  affect  the  financial  iqxtrting  and  disclosure 
of  derivatives.    The  amplication  of  hedge  accounting  to  derivatives  is  controversial,  and  its 
use  can  result  in  the  deferral  of  losses  on  the  derivatives  contracts,"   thus  delaying 
recognition  of  the  negative  effects  of  such  contracts. °  The  Commission  staff  is  well  aware 
of  the  financial  reporting  and  disclosure  issues  raised  by  derivatives  activities.    In  the  staffs 
review  of  filings,  comments  are  raised  where  the  staff  identifies  the  need  for  fuller  and 
clearer  disclosure  regarding  derivatives  activity.    The  staff  is  reviewing  current  disclosure 
practices  and  mailcet  activities  with  a  view  toward  addressing  the  need  for  additional 
disclosure  guidance. 

Conclusion 

The  structure  of  regulation  that  has  developed  under  the  federal  securities  laws 
is  well-suited  to  dealing  with  the  various  risks  posed  by  derivative  products.    The  U.S. 
securities  maiket  is  founded  on  the  principle  of  protecting  investors  while  maintaining  open 
and  highly  competitive  markets.    Under  the  federal  securities  laws,  exchange-traded  products 
must  compete  directly  with  off-exchange  products,  and  new  types  of  securities  can  be 
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created  and  traded  through  sophisticated  market  systems  or  in  direct  dealings  among  market 
participants. 

The  Commission  is  committed  to  incorporating  new  investment  vehicles  into 
this  existing  regulatory  structure.    For  example,  it  recently  approved  a  proposal  by  the 
Chicago  Board  Options  Exchange  to  list  and  trade  large-size,  tailored  index  options  ~ 
referred  to  as  Flexible  Exchange  Options,  or  FLEX  options  —  that  allow  counterparties  to 
designate,  with  greater  flexibility,  some  of  the  terms  of  exchange-traded  options  that 
traditionally  were  not  negotiable  (such  as  expiration  date  and  exercise  price).  °   This  action 
has  served  to  develop  a  system  by  which  market  participants  are  better  able  to  customize 
options  transactions,  with  the  added  benefit  of  clearance  and  settlement  by  the  Options 
Clearing  Corporation. 

The  Commission  believes  that  the  optimal  approach  to  the  regulation  of  OTC 
derivatives  is  to  maintain  stable  markets  and  protect  investors,  while  allowing  market 
participants  the  freedom  to  meet  customer  needs  with  new  and  iiuiovative  flnancial  products. 
Regulators  must  remain  flexible  and  forward-looking,  while  bearing  in  mind  the  public 
responsibilities  that  have  been  entrusted  to  them. 
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1.  S££.  £^,  Schapiro,  Mary  L.,  Remarics  before  NASAA/'SEC  Annual  19(c) 
Conference,  ^ril  26,  1993;  Schapiro,  Maiy  L.,  The  Growth  of  the  Synthetic 
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Bank  of  Atlanta  Conference  on  Financial  Markets,  March  4,  1993;  Beese,  J.  Carter, 
Jr.,  The  Future  of  the  OTC  Derivatives  Market:  Where  Do  We  Go  From  Here. 
before  the  Risk  Magazine/C«ATS  Software  Symposium,  December  1,  1992; 
Breeden,  Richard  C,  Remarks  before  the  International  Swap  Dealers  Association, 
March  11,  1993. 

2.  Hearings  on  S.Res.  84  (72nd  Cong.)  and  S.Res.  56  and  S.Res.  97  (73rd  Cong.) 
before  the  Senate  Committee  on  Banking  and  Currency,  73rd  Cong.,  1st  Sess.  Part 
15  at  7063.   TTiese  hearings  described  the  legitimate  business  practice  of  options 
trading  as  follows: 

These  contracts  [puts  and  calls]  have  been  developed  and  sanctioned  by 
business  practice  over  a  period  of  2  to  3  centuries.    Undoubtedly,  they  had 
their  origin  in  transactions  involving  the  merchandising  of  commodities,  and 
in  this  respect,  are  closely  akin  to  tfie  fiitures  contract  system  now  in  vogue 
and  such  an  indispensable  part  of  the  marketing  of  all  great  staple 
commodities.    As  a  matter  of  fact,  the  future  contract  system  was  devised 
entirely  for  the  purpose  of  insurance  against  injurious  price  changes.    The  put 
and  call  system  is  in  the  same  category,  for  it  insures  the  investor  in  securities 
against  violent  fluctuations  due  to  unexf)ected  developments. 

3.  This  jurisdictional  agreement,  commonly  referred  to  as  the  "Johnson-Shad  Accord," 
was  passed  into  law  by  the  Congress  as  part  of  both  the  Securities  Acts  Amendments 
of  1982  and  the  Futures  Trading  Act  of  1982.   Sm  Public  Law  No.  97-303,  96  Stot. 
1409  (1982)  and  97-444,  96  Stat.  2294  (1982). 

4.  In  passing  the  Johnson-Shad  Accord  into  law.  Congress  added  a  provision  that 
provided  the  Commission  with  a  special  consultative  and  concurrent  role  in  the 
approval  process  concerning  stock  index  fiitures  contracts.   In  particular,  the 
Commission  must  find  that  the  specific  stock  index  futures  contract  is  cash-settled, 
not  readily  susceptible  to  manipulation,  and  reflects  a  substantial  segment  of  the 
underlying  cash  maricet.    Futures  contracts  on  individual  securities,  other  than 
exempted  securities,  were  prohibited. 
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5.  Although  Sections  2(a)(1)  and  4c  of  the  Commodity  Exchange  Act  ("CEA")  prohibit 
the  trading  of  futures  contracts,  options  on  futures  contracts,  and  physical  commodity 
options  other  than  on  designated  commodities  exchanges,  the  Futures  Trading 
Practices  Act  of  1992  (Pub.  L.  No.  102-546,  106  Stat,  3590)  amended  the  CEA  by 
giving  the  CFTC  the  authority  to  exempt  certain  hybrid  products,  swaps,  and  other 
derivative  products  from  the  CEA.    In  1993,  the  CFTC  adopted  rules  exempting 
swap  agreements  and  certain  hybrid  securities  satisfying  specified  criteria  from 
regulation  under  the  CEA  (17  C.F.R.  part  35). 

6.  During  the  past  two  years,  Merrill  Lynch,  Goldman  Sachs  &  Co.,  and  Salomon 
Brothers  have  established  sq)arately-capitalized,  AAA-rated  DPCs  as  derivatives 
dealers.    As  a  general  matter,  these  companies  supplement  the  derivatives  activities 
of  their  unregistered  capital  markets  affiliates  and  have  been  created  to  service  a 
market  sector  that  will  enter  into  derivatives  transactions  only  with  AAA-rated  firms. 
S^  Peltz,  "Wall  Street's  Triple-A  for  Effort,"  Institutional  Investor  (May  1993); 
Liebowitz,  "Can  the  Triple-A  Subs  Live  Up  to  Their  Billing?,"  Investment  Dealers' 
Digest  (Nov.  2,  1991)  at  16. 

7.  Securities  Exchange  Act  Release  No.  32256  (May  4,  1993),  58  FR  27486. 

8.  These  and  other  risks  are  addressed  in  various  studies,  including  Report  of  the  Global 
Derivatives  Study  Group.  Derivatives:  Practices  and  Principles.  Group  of  Thirty,  July 
1993;  The  Supervisory  Recognition  of  Netting  For  Capital  Adequacy  Purposes. 
Consultative  Proposal  by  the  Basle  Committee  on  Banking  Supervision,  Basle,  April 
1993;  Derivatives:  Report  of  an  Internal  Working  Group.  Bank  of  England,  AprU 
1993;  Derivative  Product  Activities  of  Commercial  Banks.  Joint  Study  of  Boanl  of 
Governors  of  the  Federal  Reserve  System,  Federal  Deposit  Insurance  Corporation, 
and  Office  of  Comptroller  of  the  Currency,  January  27,  1993;  Recent  Developments 
in  International  Interbank  Relations.  Bank  for  International  Settlements,  Report 
prepared  by  a  Working  Group  established  by  the  Central  Banks  of  the  Group  of  Ten 
Countries,  Basle,  October  1992. 

9.  Pub.  L.  No.  101-432,  104  Stat.  978. 

10.  See  supra  note  8. 

11.  17  C.F.R.  §§  240.17h-lT  and  240.17h-2T.   See  Securities  Exchange  Act  Release 
No.  30929  (July  16,  1992),  57  FR  32159. 

12.  Specifically,  during  the  October  1989  market  decline,  the  Commission's  Division  of 
Market  Regulation  found  that  a  few  large  broker-dealers  had  provided  institutional 
customers  with  portfolio  puts.    These  were  privately  negotiated  OTC  puts  tailored  to 
the  institution's  hedging  needs.   The  broker-dealers  who  sold  the  puts  hedged 
dynamically  the  exposure  from  writing  those  puts.    Thus,  the  OTC  puts  had  the 
effect  of  transferring  down-side  market  risks  from  institutions  to  the  broker-dealers. 
When  the  market  began  to  drop  quickly  during  the  afternoon  of  October  13,  1989, 
these  broker-dealers  engaged  in  forced  selling  of  futures  in  order  to  hedge  their 
proprietary  risk,  placing  stress  on  an  already  fragile  market.    Broker-dealers  who 
could  not  hedge  with  futures  due  to  vanishing  liquidity  in  the  S&P  5(X)  futures  pit, 
had  to  sell  stocks  near  the  close.    See  Division  of  Market  Regulation,  Tradinp 
Analysis  of  October  13  and  16.  1989  (May  1990).    Trading  studies  also  have 
indicated  that  dynamic  hedging  sales  of  stock  index  futures  and  stock  baskets  by 
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institutions  following  "portfolio  insurance"  strategies  may  have  contributed  to  the 
historic  1987  mailcet  break.    See  Division  of  Mairket  Regulation,  October  1987 
Market  Break  (Feb.  1988).   S^  alSS  Division  of  Market  Regulation,  Trading 
Analysis  of  November  15.  1991  (Oct.  1992). 

In  response  to  the  1987  market  break,  many  institutional  money  managers  reduced 
their  reliance  on  portfolio  insurance  strategies,  choosing  to  shift  the  maricet  risk  of 
their  equity  portfolios  by  negotiating  OTC  equity  derivatives  with  broker-dealers  and 
other  market  professionals.    Similar  to  portfolio  insurance,  many  of  these  OTC  equity 
derivatives  function  like  index  put  options,  shifting  market  risk  to  OTC  dealers. 
Also,  the  magnitude  of  these  OTC  (krivatives  is  not  disclosed  to  the  investing  public 
or  other  market  professionals.    As  a  result,  both  portfolio  insurance  and  OTC  equity 
derivatives  pose  unqiecified,  but  potentially  large,  selling  pressure  that  can  have  a 
significant  "overhang  effect"  on  the  markets,  particularly  during  a  period  of 
extraordinary  volatiUty. 

13.  Based  on  these  conceras,  the  Market  Reform  Act  authorized  the  Commission  to 
promulgate  rules  to  monitor  the  trading  activity  of  certain  large  traders  in  the  market. 
The  rules  proposed  by  the  Commission  would  require  large  traders  to  disclose  to  the 
Commission,  at  its  request,  certain  information  concerning  their  trading  accounts  and 
any  affiliations  or  associations  the  large  trader  may  have  with  other  persons.   S^ 
Securities  Exchange  Act  Release  No.  29593  (Aug.  22,  1991),  56  FR  42550  (As 
proposed,  Rule  13h-l  would  defme  "lar^e  trader"  as  every  person  who,  for  its  own 
account  or  an  account  for  which  it  exercises  investment  discretion,  effects 
transactions  in  "publicly  traded  securities"  in  an  aggregate  amount  equal  to  or  in 
excess  of  the  activity  level  prescribed  in  the  rule.    Large  traders  could  include 
individuals,  hedge  fiinds,  banks,  broker-dealers,  insurance  companies,  investment 
advisers,  mutual  funds,  pulsion  funds,  and  trust  companies.    Proposed  Rule  13h-l 
would  define  "publicly  traded  securities"  to  mean  national  market  system  securities. 
Accordingly,  the  proposed  rule  generally  would  cover  equities,  options  on  individual 
equities,  and  options  on  an  index  of  equity  securities,  that  are  listed  for  trading  on  a 
national  securities  exchange  or  the  NASD's  Nasdaq/NMS  system.)   Registered 
broker-dealers  also  would  be  required  to  maintain  account  and  transaction  records  for 
each  large  trader  and  to  lepon  transactions  to  the  Commission  or  a  designated  SRO 
upon  request.   The  proposed  niles  would  allow  the  Conunission  to  collect 
information  useful  in  evaluating  periods  of  significant  market  activity,  for  instance, 
after  periods  of  extreme  stress  such  as  those  that  occurred  in  1987,  1989,  and  1991. 
These  rules  have  not  been  finalized  and  remain  under  consideration  by  the 
Commission. 

14.  S^  supra  note  12. 

15.  Securities  and  Exchange  Commission,  'Rspon  on  Intermarket  Coordination  Pursuant 
to  Section  8(a)  of  the  Maricet  Reform  Act  of  1990,"  May  28,  1993. 

16.  17  C.F.R.  §§  240.13a-l  and  240.13a-13. 

17.  Authoritative  pronouncements  that  address  specific  aspects  of  derivatives  activities  are 
limited  and  address  foreign  currency  forward  contracts,  futures  contracts,  disclosures 
concerning  off  balance  sheet  credit  risk,  and  disclosures  concerning  fair  value  of 
financial  instruments.    In  addition,  the  Emerging  Issues  Task  Force  has  from  time  to 
time  addressed  various  issues  involving  specific  problems  concerning  classes  of 
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derivative  products.   S^  Statement  of  Financial  Accounting  Standard  (SFAS)  No.  52, 
Foreign  Currency  Translation  (Issued  Dec.  1981);  SFAS  No.  80,  Accounting  for 
Futures  Contracts  (Issued  Aug.  1984);  SFAS  No.  105,  Disclosure  of  Information 
about  Financial  Instruments  with  Off  Balance-Sheet  Risk  and  Financial  Instruments 
with  Concentrations  of  Credit  Risk  (Issued  Mar.  1990);  SFAS  No.  107,  Disclosures 
about  Fair  Value  of  Financial  Instruments  (Issued  Dec.  1991).    Neither  SFAS  No.  80 
nor  SFAS  No.  52  require  any  disclosure  relevant  to  assessing  credit  or  market  risk 
associated  with  futures  or  foreign  currency  forwards. 

18.  To  the  extent  GAAP  applies  to  derivatives,  it  is  reflected  in  the  disclosure 
requirements  of  SFAS  Nos.  105  and  107,  which  deal  with  financial  instruments. 
SFAS  No.  105  identifies  and  addresses  two  types  of  risk  of  loss  associated  with 
financial  instruments:  (1)  credit  risk,  which  is  the  risk  of  loss  due  to  default  of  the 
counterparty  to  a  contract;  and  (2)  market  risk,  which  is  the  risk  of  loss  due  to  future 
changes  in  market  prices  that  wU]  affect  the  value  of  the  financial  instrument. 
Although  SFAS  Nos.  105  and  107  may  be  useful  in  assessing  the  aggregate  credit 
risk  associated  with  derivatives  activities,  neither  one  is  particularly  helpful  in 
assessing  market  risk. 

19.  SSS  Regulation  S-K,  Items  801  and  802.    17  C.F.R.  §§  229.801  and  229.802. 

20.  See  17  C.F.R.  §  229.303. 

21.  In  March  1992,  the  Chief  Accountant  of  the  Commission,  in  a  letter  to  the  Emerging 
Issues  Task  Force  of  the  FASE,  indicated  that  the  staff  henceforth  would  object  to 
the  deferral  of  gains  or  losses  arising  from  complex  foreign  currency  option  contracts 
for  hedges  of  anticipated  but  not  firmly  committed  foreign  currency  transactions. 

22.  In  May,  1986  the  FASB  added  a  project  on  accounting  for  fmancial  instruments  to  its 
agenda.    In  September,  1991  the  FASB  issued  a  Research  Report,  entitled  "Hedge 
Accounting:  An  Exploratory  Study  of  the  Underlying  Issues."    Throughout  1992  and 
1993  the  FASB  has  been  holding  meetings  and  deliberating  on  this  matter,  issuing  a 
report  in  June  1993  entitled,  "A  Report  on  Deliberations,  Including  Tentative 
Conclusions  on  Certain  Issues,  Related  to  Accounting  for  Hedging  and  Other  Risk- 
Adjusting  Activities,"  that  provided  background  information  for  meetings  held  in 
September  of  this  year.    The  FASB  is  continuing  to  pursue  this  issue.    On  October  1, 
1993  FASB  sent  a  questionnaire  to  persons  who  participated  in  hedging  roundtable 
discussions  in  September,  soliciting  responses  to  19  questions  concerning  applications 
of  hedge  accounting.   While  the  FASB  does  not  currently  have  a  timetable  for 
issuance  of  an  exposure  draft,  it  has  committed  great  resources  and  time  to  its 
deliberations  and  the  Commission  looks  forward  to  its  continued  progress. 

23.  Securities  Exchange  Act  Release  No.  31920  (Feb.  24,  1993),  58  FR  12280.      • 
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Invitation  Letters,  Written  Statements,  and  Answers  to 
Invitation  Questions 
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Mr.  Martin  Mayer 
Guest  Scholar 
Brookings  Institute 
2852  Arizona  Avenue,  N.W. 
Washington,  D.C.  20016 

Dear  Mr.  Mayer: 

On  October  28,  1993  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  examine  the  safety  and  soundness 
issues  associated  with  bank  derivatives  activities.  You  are 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  bank  derivatives  activities,  please 
answer  the  following  questions. 

1.  Since  most  bank  derivative  products  are  customized  instruments 
that  are  not  traded  on  regulated  exchanges  it  is  up  to  an 
individual  bank  to  establish  the  value  of  derivative 
instruments  and  the  profit  and  loss  associated  with  those 
instruments.  What  concerns  do  you  have  about  bank  valuation 
of  derivative  instruments?  Should  bank  regulators  play  a 
greater  role  in  valuing  derivative  instruments? 

2.  The  Group  of  30  report  on  derivatives  recommends  that 
derivative  transactions  be  accounted  for  on  a  mark-to-market 
basis  by  taking  changes  in  value  to  income  each  period.  Do 
you  agree?   Please  explain. 

3.  Please  provide  your  thoughts  on  bilateral  and  multilateral 
netting  arrangements.  Should  capital  adequacy  standards 
recognize  netting  arrangements? 

4.  Do  current  international  and  domestic  capital  standards 
adequately  reflect  the  risks  associated  with  derivatives 
activities?   Please  explain. 
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5.  Should  banks  have  at  least  two  directors  that  fully  understand 
derivatives?  Should  bank  personnel  involved  in  derivative 
activates  be  required  to  pass  competency  tests?  Should  a 
banking  organization  have  to  pass  a  proficiency  test  before 
beinq  psruitted  to  deal  derivative  products? 

Please  provide  any  additional  comments  you  feel  will  enlighten 
the  Committee  about  the  safety  and  soundness  issues  associated  with 
bank  derivative  activities. 

You  will  be  qiven  5  minutes  to  summarize  your  written 
response.  Banking  Committee  rules  require  that  200  copies  of  your 
written  testimony  be  delivered  to  Room  2129,  Rayburn  House  Office 
Buildinq,  no  later  than  the  close  of  business  October  26,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 

Sincerely, 


H«nry   B.    (jonzalez' 
Chairman 


HBG : dk 
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Martin  Mayer 
Brookings  Institution 
1775  Massachusetts  Ave.  NW 
Washington,  DC  20036 
tel:  202-797-6125 


Testimony  to  House  Banking  Committee,  10/28/93 

Though  I  am  identified  before  you  as  a  guest  scholar  at  the 
Brookings  Institution,  it  is  of  course  understood  that  the  views 
I  present  are  entirely  my  own,  and  that  I  do  not  represent  the 
Brookings  Institution  or,  in  fact,  anybody  but  myself. 

You  will  by  now  have  been  given  all  the  standard  descrip- 
tions of  derivative  instruments,  and  I  don't  wish  to  add  my  own. 
But  I  think  it  important  that  you  have  in  mind  the  mathematical 
origin  of  the  term.   A  derivative  in  calculus  measures  the  rate 
of  change.   It  changes  direction  faster  than  the  expression  of 
which  it  is  a  function--indeed,  one  aspect  of  its  utility  is  that 
it  reveals  the  direction  and  the  magnitude  of  motion.   Similarly, 
the  options,  futures,  swaps,  swaptions  and  such  that  are  your 
subject  in  this  hearing  will  change  in  value  far  more  rapidly 
than  the  currencies  and  securities  from  which  they  derive.   This 
means,  as  the  proponents  of  derivatives  insist,  that  the  nominal 
cunounts  of  money  in  the  transaction  are  irrelevant,  because  the 
underlying  asset  never  changes  hands.   But  it  also  means  that  the 
volatility  of  the  instrument  being  traded  is  far  greater  than 
that  to  be  found  in  the  trading  of  the  underlying  security  or 
currency . 

I  would  like  to  preach  from  a  couple  of  texts.   The  first  is 
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a  speech  by  Scott  Pardee,  chainn£m  of  Yamaichi  International, 
formerly  the  director  of  currency  trading  for  the  Federal  Reserve 
Bank  of  New  York  and  vice-chainnaui  of  Discount  Corp.,  to  a  so- 
called  "Industry  Siunmit"  sponsored  by  MIT  and  the  World  Economic 
Forum  about  six  weeks  ago.   "Each  derivative  product,"  he  said, 
"is  an  exercise  in  product  differentiation.   As  sellers  of 
futures  and  options  products,  we  are  always  seeking  new  strate- 
gies which  will  generate  more  commissions  or  trade  at  a  wider 
bid-spread  than  we  can  earn  on  the  underlying  product."   This 
suggested  to  Pardee  "em   FDA  approach  to  financial  services.  . 
. [T] he  Fed,  the  SEC,  the  CFTC  and  the  SRO's  should  make  a  prac- 
tice of  asking  what  this  new  derivative  product  would  be  like 
five  years  from  now  and  what  can  go  wrong  as  a  result.   The 
creators  of  such  products  should  be  prepared  to  demonstrate  that 
their  invention  will  not  prove  to  be  a  financial  fonn  of  thalido- 
mide.  They  would  be  liedsle  for  the  results,  both  as  firms  and 
individuals,  even  if  the  individuals  are  now  basking  comfortably 
on  their  yachts  in  Florida,  having  taken  the  money  and  r\in." 

The  second  text  is  an  anonymous  quote  from  a  derivatives 
trader,  quoted  in  James  Grant's  Interest  Rate  Observer.   "The 
head  of  the  derivatives  department  isn't  going  to  go  to  the 
chairman  of  the  firm  and  say  there  is  a  one-in-100, 000  chance 
that  he  could  blow  the  firm  up,"  this  worthy  said.   "You'd  never 
be  in  the  business  if  you  were  willing  to  admit  that  it  may 
happen . " 

For  argument's  sake  here  and  now,  let  us  accept  the  dealer's 
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claim  that  as  of  this  date  the  odds  on  a  blow-up  are  one  in  a 
hundred  thousand.   The  problem  is  that  these  odds  will  shrink 
with  the  passage  of  time.   I  name  the  law  for  myself,  having  been 
I  believe  the  first  to  formulate  it:  risk-shifting  instruments 
tend  to  shift  risks  onto  those  least  able  to  bear  them.   I  am 
working  on  a  book  about  Lloyd's  of  London,  where  Mayer's  law  has 
received  perhaps  its  most  striking  demonstration.   While  the 
Lloyd's  market  was  profitable  for  the  underwriters,  the  number  of 
Names  recruited  to  pledge  their  fortunes  behind  the  Lloyd's 
policies  was  relatively  small.   Once  the  risks  got  beyond  the 
understanding  of  the  underwriters --and  especially  after  the 
evidence  that  the  asbestosis  disaster  was  going  to  impose  enor- 
mous penalties  on  insurers  against  workplace  hazards--Lloyd' s 
more  than  doubled  its  membership,  bringing  in  people  whose  net 
worth  would  never  previously  have  qualified  them  to  provide 
backing  for  insurance  policies. 

One  notes  in  this  connection  last  week's  call  by  the  Bundes- 
bank for  more  participation  in  derivatives  trading  by  other 
countries  and  by  non- financial  enterprises,  because  "A  broadening 
of  the  markets  for  derivative  products  would  serve  the  interest 
of  stabilizing  all  markets."   In  other  words,  the  game  is  awfully 
risky  right  now,  and  we  need  new  Names  to  make  sure  the  insiders 
don't  have  to  carry  the  risks.   According  to  Knight-Ridder,  the 
Bundesbank  report  said  that  derivatives  products  trading- -exclud- 
ing currency  futures  and  bond  futures--constituted  53%  of  all  the 
business  at  German  banks--and  that  90%  of  all  the  business  done 
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by  German  banks  is  now  off  the  balance  sheet.   Of  course,  90%  of 
the  capital  of  the  German  banks  is  probably  in  their  hidden 
reserves,  so  it's  safe  enough.   Except  that  the  Bundesbank 
obviously  thinks  it  isn't  safe  enough. 

"Portfolio  insurance"  was  designed  to  protect  pension  funds 
against  losses  in  the  stock  market,  hedging  equity  portfolios  in 
part  with  the  purchase  of  puts  that  permitted  the  funds  to  sell 
some  fraction  of  their  holdings  at  today's  prices  even  if  the 
market  dropped.   When  the  market  crashed,  it  developed  that  a 
good  part  of  this  insurance  was  being  provided  by  the  widows  of 
retired  railway  workers,  who  were  being  encouraged  to  increase 
their  apparent  income  by  selling  naked  puts. 

The  theory  is  Hyman  Minsky's,  and  it's  almost  three  decades 
old.   Financial  intermediation,  Minsky  argued,  is  inherently 
unstable,  because  good  experience  lulls  lenders  into  the  relax- 
ation of  their  standards.   At  the  beginning,  bajikers  want  their 
loans  covered  by  predicted  profits,  then  merely  by  cash  flow,  and 
finally  by  the  belief  that  when  the  loan  has  to  be  rolled  over, 
the  borrower  will  have  the  credit  to  do  so.   In  the  markets  we 
get  PIK--pay  in  kind-- junk  bonds,  where  the  issuer  honors  the 
coupon  by  issuing  more  paper  instead  of  paying  cash.   And  in 
banking,  we  get  ADC  loans  to  real  estate  developers  with  a  many 
as  five  years  of  interest  payments  grossed-up  in  the  loan. 
Congress  had  to  write  a  loan-to-valu«  ratio  into  law  to  make  sure 
bankers  didn't  do  it  again. 

In  any  finemcial  market,  less  creditworthy  counterparties 
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will  offer  more  profitable  deals.   My  favorite  example  of  what 
happens  under  such  circumstances  is  the  ability  of  Banco  do 
Brasil  to  expand  enormously  its  nightly  taking  of  Fed  Funds  in 
fall  1982.   Mexico  had  gone  belly-up  that  August,  but  Brazil  was 
supposedly  okay  because  the  Brazilians  had  borrowed  medium-term 
and  longer.   In  fact,  the  medium- term  market  was  closing  against 
Brazil,  and  the  Brazilians  had  to  meet  an  ever-increasing  part  of 
their  current  account  deficit  in  the  overnight  market  in  New 
York,  eventually  buying  several  billion  dollars  of  Fed  Funds 
every  day.   Suddenly  the  last  straw  fell  on  the  camel,  and  on 
December  9,  1982,  the  CHIPS  system  at  the  New  York  Clearing  House 
seized  up.   Brazil  couldn't  cover  about  $300  million,  which 
sounds  like  peanuts  today  but  it  wasn't  then--and,  anyway,  as 
economists  should  know  but  forget,  it's  these  movements  at  the 
margin  that  we  later  call  Fate.   The  gates  to  the  computers  had 
to  be  kept  open  until  midnight,  until  Chemical  and  Citibank  could 
rustle  up  the  money  needed  for  the  next  morning's  settlements. 

The  next  week,  I  had  occasion  to  interview  the  treasurer  of 
Chemical  Bank,  an  exceedingly  able  young  man.   By  then  it  was 
common  knowledge  within  the  banking  community- -though  oddly 
enough  neither  the  press  nor  the  Congress  ever  paid  attention-- 
that  Brazil  had  been  rapidly  increasing  its  takings  in  the  Fed 
Funds  market  through  the  preceding  months,  shortening  the  maturi- 
ties on  its  debt.   Chemical  had  been  a  big  and  constantly  growing 
seller  of  Fed  Funds  to  Banco  do  Brasil.   I  asked  the  young 
treasurer  why  he'd  done  it.   Hadn't  he  seen  this  pile-up  of 
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overnight  debt  from  the  Brazilians?   Well,  yes,  he  replied,  he'd 
seen  it.   But,  he  said,  they  were  paying  an  extra  eighth.  .  . 

The  derivatives  trader,  like  any  trader,  is  forever  seeking 
to  do  business  with  suckers.   In  the  derivatives  market,  we  have 
already  seen  the  fiasco  with  the  British  municipal  councils, 
which  took  the  unfashionable  side  of  interest  rate  swaps  because 
the  banks  paid  them  cash  up  front  to  do  so  and  it  looked  like 
easy  money.   We've  seen  admitted  losses  on  swaps  with  Olympia  & 
York,  which  also  needed  the  cash  you  could  get  by  taking  the 
"wrong"  side  of  a  swap,  and  we've  seen  Swiss  Bank  Corporation 
embroiled  in  a  dispute  with  the  banks  that  participated  in  an  SBC 
swap  with  Macy's.   When  you  mention  that  Ferruzzi  Finanziera  of 
Italy  was  a  major  player  in  the  swaps  market,  people  roll  their 
eyes  and  turn  away.   At  best,  as  the  authors  of  the  recent  IMF 
report  on  International  Capital  Markets  noted,  "liquidity  risk 
puts  limits  on  the  reliability  of  the  methods  used  to  control 
market  risk  and  should  generate  skepticism  over  claims  that  risk 
control  software  has  eliminated  market  risk  as  a  matter  for 
concern. " 

A  recent  report  from  the  Group  of  30,  entitled  Derivatives: 
Practices  and  Principles,  argued  that  there  were  no  serious 
problems  here.   Recommendation  19  in  the  report  urged  that  the 
accounting  profession  establish  uniform  standards  for  valuing 
derivative  instruments  but  that  "pending  the  adoption  of  harmo- 
nized standards.  .  .dealers  should  account  for  derivative  trans- 
actions by  marking  them  to  market,  taking  changes  in  value  to 
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income  each  period."   I  refrain  from  taking  cheap  shots  at 
bankers  and  regulators  who  play  Chicken  Little  whenever  anybody 
talks  about  marking  the  securities  portfolio  to  market,  but  urge 
the  world  to  mark  the  derivatives  portfolio  to  market.   The 
problem  here,  after  all,  is  procedural,  not  theoretical. 

If  there  are  no  accounting  standards,  how  can  anyone  take  a 
custom-tailored  long-dated  currency  option  and  mark  it  to  market? 
There  is  no  market,  just  simulations.   And  different  dealers  may 
use  different  processes  to  determine  what  they  call  the  market 
value  of  custom-made,  long-dated  swaps  and  options.   I  can  write 
scenarios  in  which  the  opposite  sides  of  a  swaps  transaction  are 
both  taking  supposed  increases  in  value  down  to  the  income 
statements,  and  the  traders  involved  are  both  winning  year-end 
bonuses  for  their  cleverness.   In  a  footnote  to  its  1992  Annual 
Report,  Salomon  Brothers  claimed  one  and  a  half  billion  dollars 
of  value  in  its  800  billion  dollar  off-balance-sheet  portfolio, 
which  meant  that  a  third  of  its  capital  derived  from  such  ac- 
counting.  And  we  know  from  a  recent  court  case  that  Salomon  has 
paid  some  tens  of  millions  of  dollars  to  Ahmanson  as  compensation 
for  misvaluing  a  swaps  portfolio  to  Ahmanson' s  disadvantage.   I 
am  not  saying  that  there  was  anything  wrong  with  the  accounting 
in  the  annual  report,  just  that  it  would  be  nice  if  the  regula- 
tors and  the  top  management  of  the  firms  that  deal  in  this  stuff 
really  xinderstood  what  is  going  on.   It  was  hard  enough  to  keep  a 
handle  on  the  thing  when  all  you  had  to  worry  about  was  the 
trader  who  was  hiding  the  slips  in  a  drawer. 
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In  fairness,  we  most  also  recognize  that  a  lot  of  the  money 
the  banks  make  in  derivatives  trading  is  really  a  legitimate 
commission  on  what  are  really  brokerage  services  for  customers. 
Just  as  a  junk  bond  is  a  more  liquid  term  loan,  a  swap  may  be  a 
securitized  forward  contract.   In  both  cases,  the  worry  should  be 
about  the  excesses,  not  the  basic  instrument.   Still,  this  does 
not  quite  solve  the  accounting  problem.   A  case  can  be  made  that 
accounting  for  such  commissions  should  be  like  accounting  for 
origination  fees  in  normal  lending:  the  money  should  be  taken 
into  income  over  the  life  of  the  loan  or  the  swap,  not  up  front. 
I  note  in  passing  that  because  the  banks  had  fallen  into  the  bad 
heibit  of  taking  renegotiation  fees  straight  down  to  the  bottom 
line  when  Third  World  countries  were  permitted  to  delay  payments 
in  the  early  19808,  Congress  in  1984  specifically  required  that 
such  fees  be  amortized  over  the  life  of  the  contract.   And  even 
more  remotely  in  passing- -a  kind  of  derivative  to  the  tale- -that 
the  banks  then  responded  by  giving  participants  in  renegotiation 
a  bonus  for  signing  up  early  instead  of  a  fee,  so  they  could 
receive  immediate  gratification.   Devices  to  bring  reported 
profits  home  this  year    have  great  appeal  to  traders. 

It  may  be  that  standard  accounting  rules  are  not  viable  in 
this  context.   Given  the  maelstrom  of  different  maturities 
represented  in  a  typical  set  of  hedged  transactions,  and  the  fact 
that  many  of  the  instruments  acquired  in  these  transactions  will 
in  effect  not  be  held  to  maturity,  efforts  to  slow  down  the 
recognition  of  apparent  profits  might  blow  the  computers.   Still, 
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the  point  should  be  argued  and  not  left  to  the  ministrations  of 
those  who  can  benefit  by  unsupervised  assertions  of  their  own 
prof  itaibility . 

To  the  extent  that  accounting  for  derivatives  may  menace  the 
prof itedaility  or  even  viability  of  individual  institutions,  a 
rigorous  and  believable  repudiation  of  the  old  too-big-to-fail 
doctrine  ought  to  be  an  effective  government  response.   Margins 
at  best  are  tight  in  this  trading,  and  if  the  market  imposes  even 
a  slight  penalty  on  bids  and  offers  from  institutions  that  are 
suspected  of  doubtful  reporting,  they  should  be  forced  out  of  the 
geune.   Unfortunately,  this  discipline  appears  not  to  be  present 
in  the  market.   Robert  Litzenberger,  a  Wharton  school  professor 
and  president  of  the  American  Finance  Association,  reported  in 
his  presidential  address  in  1991  that  in  fact  "Quoted  swap  rates 
do  not  reflect  credit  rating  differences  between  the  counterpar- 
ties; i.e.,  firms  do  not  pay-up  to  do  swaps  with  highly  rated 
counterparties . " 

Litzenberger  attributes  this  unconcern  to  three  unusual 
characteristsics  of  the  market.   1)  The  nominal  principal  of  the 
swap  is  never  exchanged.   2)  Entitites  with  ratings  lower  than 
single-A  are  not  permitted  to  participate,  and  a  downgrading  to 
BBB  triggers  an  immediate  settlement  of  the  swap  at  the  stronger 
party's  option.   And  3)  that  under  the  terms  of  the  standard  swap 
document  distributed  by  the  International  Swap  Dealers  Associa- 
tion the  bankruptcy  of  one  party  gives  the  solvent  party  the 
right  to  cancel  without  payment  if  closing  out  the  swap  would 
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leave  it  a  lo8er--without  sacrficing  the  right  to  enter  a  claim 
against  the  bankrupt  if  closing  out  the  swap  would  leave  it  a 
winner.   Knowing  much  less  than  Litzenberger,  I  cannot  avoid  the 
belief  that  among  the  reasons  why  the  swaps  market  doesn't  price 
according  to  credit  rating  is  everyone's  confidence  that  should 
push  come  to  shove  the  obligations  of  all  the  participants  are  in 
fact  guaranteed  by  their  central  banks. 

Moreover,  repudiation  of  too-big- to-f ail  is  never  entirely 
believcJDle  when  there  is  a  hint  of  systemic  risk,  as  there  is 
here.   The  IMF  report  previously  cited  points  out  that  during  the 
currency  turmoil  of  September  1992  it  was  virtually  impossible  to 
trade  derivatives  in  the  over-the-counter  market,  and  that  volume 
in  exchange- traded  currency  futures  and  options  doubled  as  people 
who  had  to  hedge  positions  found  their  usual  counterparties  out 
of  the  market.   Over-the-counter  markets  for  non- fungible  instru- 
ments collapse  when  panic  strikes.   There  are  perimeter  defenses 
to  disaster  in  the  exchange  clearing  houses- -notably  the  imposi- 
tion of  maintenance  margins--that  make  them  much  more  solid. 
Recognizing  this  difference,  the  usually  level-headed  Bank  for 
International  Settlements  has  suggested  that  a  derivatives 
clearing  house  be  established  for  non-standard  instruments.   I 
don't  think  it's  just  my  ignorance  that  keeps  me  from  seeing  how 
you  can  do  that.   And  if  you  could,  of  course,  the  contracts 
become  fungible,  which  the  CFTC  has  properly  ruled  means  they  can 
be  traded  only  through  public  bids  and  offers  on  an  exchange. 

The  industry's  solution  is  bilateral  netting.   Each  partici- 
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pant  in  the  market  should  calculate  a  net  amount  for  its  payments 
due  to  or  from  each  other  participant,  thereby  reducing  every- 
body's apparent  total  exposure.   Historically,  regulators  have 
accepted  netting  by  novation- -that  is,  the  reduction  of  the  risk 
of  a  contract  by  entering  into  a  countervailing  contract  with  the 
same  counterparty.   I  guess  this  is  okay,  though  I  worry  that  the 
end  result  of  bilateral  netting  with  selected  counterparties 
might  be  the  piling  up  of  exposures  with  other  parties.   But  even 
if  each  bank  is  in  effect  to  be  its  own  clearing  house,  I  think 
the  regulators  would  be  wise  to  require  a  dedication  of  capital 
to  cover  the  risk  of  default.   Even  CHIPS,  with  the  great  sim- 
plicity of  payments  clearing,  now  requires  a  one  and  a  half  per 
cent  deposit  of  T-bills  against  a  limited  entry  of  uncovered 
payments.   This  is  a  lot  trickier  than  that,  and  the  Basel 
suggestions  for  risk-weighted  capital  allocation  seem  to  me  quite 
insufficient,  especially  for  long-dated  currency  swaps  and 
options,  where  the  exposure  in  effect  does  include  some  of  the 
principal  amoxints. 

Finally,  one  must  note  that  the  profitability  of  this 
trading  derives  from  market  imperfections.   If  all  were  known 
that  could  be  known,  a  company  should  not  be  able  to  borrow  more 
cheaply  in  a  foreign  market  than  in  its  home  market,  the  value  of 
a  long-dated  interest-rate  swap  should  be  obvious  from  the 
difference  between  the  price  of  a  conventional  bond  and  a  zero- 
coupon  bond  at  the  same  rate  and  duration,  and  the  value  of  a 
currency  swap  should  reflect  that  difference  in  interest  rates  to 
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be  earned  in  the  different  currencies.   Profits  arising  from 
market  imperfections  are  presumably  fleeting.   Which  brings  us 
back  to  Scott  Pardee's  point  about  product  differentiation,  and 
the  dangers  of  using  such  marketing  techniques  when  vast  sums  of 
money  cem  be  lost. 

Levels  of  concern  on  this  subject  are  very  high  throughout 
the  banking  community.   The  Group  of  30  document  is  really  a 
whistle  past  the  graveyard.   The  world  of  finance  is  always 
haunted,  of  course,  but  some  of  these  ghosts  are  not  just  Hallow- 
een.  Z  applaud  the  committee's  desire  to  keep  pressure  on  both 
the  gentlemen  euid  the  players  here.   All  the  concern  about  safety 
and  soundness  that  euiimated  FDICIA  can  be  frustrated  in  a  few 
minutes'  trading  here,  and  everybody  knows  it. 
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Mr.  Charles  R.  Taylor 
Executive  Director 
Group  of  Thirty 
1990  H  street,  N.H. 
Washington,  D.C.   20036 

Dear  Mr.  Taylor: 

On  October  28,  1993  the  Committee  on  Banking,  Finance  and 
Urban  Affairs  will  hold  a  hearing  to  examine  the  safety  and 
soundness  issues  relating  to  bank  derivative  activities  in  United 
States  and  international  financial  markets.  I  would  like  to  invite 
you  or  a  designee  from  the  Group  of  30  to  testify  before  the 
committee. 

The  Committee  is  interested  in  discussing  the  Group  of 
Thirty's  report:  "Derivatives:  Practices  and  Principles."  The 
report  brings  up  several  interesting  recommendations  for  both  the 
users  and  the  regulators  of  derivative  products.  As  part  of  your 
testimony,  please  address  the  following  issues. 

1.  Please  provide  a  brief  overview  on  the  Group  of  30 's  report  on 
derivatives.  Include  a  summary  of  the  recommendations  for 
legislators  and  regulators. 

2.  What  do  you  think  the  role  of  regulators  and  Congress  should 
be  if  the  Group  of  30's  recommendations  for  dealers  and  end- 
users  are  not  adopted? 

3.  The  Group  of  30 's  derivative  report  lists  twenty 
recommendations  for  dealers  and  end-users.  Do  derivative 
dealers  that  do  not  adopt  your  recommendations  pose  any  risk 
to  the  financial  condition  of  a  bank,  the  deposit  insurance 
fund  or  the  derivatives  market? 

4.  If  dealers  are  unable  to  implement  your  recommendations, 
should  they  be  excluded  from  the  derivatives  market? 

5.  Are  the  Group  of  30's  risk  management  recommendations  so 
costly  that  smaller  derivative  dealers  would  be  financially 
strained  to  implement  them? 


549 


6.  Should  there  be  directors  on  a  financial  institution's  board 
that  aj^  thoroughly  familiar  with  derivative  activities,  both 
in  thflf^infetitution  and  in  the  marketplace? 

7.  Are  capital  requirements  for  institutions  that  deal  in 
derivative  products  adequate? 

8.  Do  you  see  any  regulatory  role  in  using  simulations  and  models 
in  forecasting  adverse  market  changes? 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  current  activities  of  the  derivatives  market. 

Committee  rules  require  you  to  submit  two  hundred  copies  of 
your  testimony  to  Room  2129  of  the  Rayburn  House  Office  Building 
by  noon  on  Tuesday,  October  26,  1993. 

Additionally,  I  understand  that  the  Group  of  Thirty  is 
conduction  briefings  on  its  derivative  product  report.  I  would 
invite  you  to  make  a  presentation  before  Committee  staff  on  October 
22,  1993  at  2:00  p.m.  This  would  allow  staff  to  gain  a  better 
understanding  of  the  Group  of  30' s  recommendations  on  this  growing 
segment  of  the  financial  marketplace. 


Henry  B.  GonzaJ 
Chairman 


HBG : mpc 
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Chairman  Conzaloz,  maabors  of  the  comalttea  on 
Banking,  Finance  and  Urban  Affairs. 

Thank  you  for  inviting  us  here  today.  My  name  is 
Mark  Brickell.  I  served  on  the  Working  Group  which 
organized,  wrote  emd  edited  the  Global  Derivatives  Study 
prepared  for  s^lbmission  to  the  Group  of  Thirty.   The  Group 
of  Thirty,  chaired  by  Mr.  Paul  A.  Volcker,  is  a  group  of 
central  bankers,  bemkers,  economists,  and  Industrialists 
from  around  the  world  who  share  an  Interest  in  international 
economics  and  finance. 

My  cwl leagues  on  the  Working  Group — users  of  swaps, 
academics,  swap  dealers,  lawyers,  emd  accountants-'>worked 
under  the  direction  of  Dennis  Weatherstone ,  Chairman  of 
J.  P.  Morgan,  and  a  distinguished  group  of  senior  financial 
experts  including  a  Mobel  laureate,  three  former  banking 
supervisors,  and  the  Chairman  or  President  of  eight 
international  banks  and  securities  firms.  The  group's 
composition  reflects  the  diverse  group  of  firms  which 
compete  across  international  boundaries  in  the  swaps 
business.  A  list  of  the  members  of  the  Global  Derivatives 
Study  Group  is  attached  hereto  as  Appendix  A. 

The  Study  was  undertaken  to  look  at  risk  management 
practices  of  experienced  participants  in' derivatives 
activity.  Ma  focused  most  intently  on  the  same  typas  of 


552 


derivatives  irtilch  are  the  subject  of  this  hearing;  privately 
negotiated  svraps,  options,  and  related  transactions.  These 
transactions,  defined  as  "swaps"  In  federal  statutes,  enable 
bank  clients  to  reduce  exposure  to  a  risk  by  assuming  a 
different  risk,  or  by  paying  cash.  Note  that  the  study 
distinguished  these  privately  negotiated  transactions  from 
standardized,  exchange-traded  derivatives— futures.   And  we 
emphasized  that  privately  negotiated  derivatives  are  not 
derivative  securities. 

Dealers  and  users  of  these  transactions  would  have 
difficulty  feeling  neglected  by  financial  supervisors.  This 
week.  In  Washinqfton  alone,  there  have  been  three  public 
discussions  of  derivatives — by  banking  officials,  futures 
regulators,  and  this  committee.  But  we  welcome  this  hearing 
in  particular.  Legislators  who  focus  on  banking  activities 
need  to  develop  a  better  understanding  of  how  developments 
in  risk  management  are  aff acting  ban)c8,  and  risk  managers 
need  to  clear  away  some  misconceptions. 

Practical  Raaulfes;   Prineiolea  of  Cood  Management. and 

Before  wa  examine  the  risks  swaps  bring  to  banks, 
and  how  they  are  managed,  we  should  recall  why  the  activity 
exists.  Bank  clients  increasingly  demand  risk  management 
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assistance.  These  transactions  reinforce  existing 
activities  with  clients,  particularly  lending  and  deposit 
taking. 

These  facts  are  sometines  obscured  by  public 
statements  that  "derivatives  are  too  complex  to  understand," 
and  that  "they  night  pose  dangers  to  the  financial  system." 
So  when  the  Group  of  Thirty  asJced  us  to  prepare  the  Global 
Derivatives  Study,  we  were  eager  to  do  so.  We  wanted  to 
demystify  derivatives. 

The  Study  reflects  nearly  a  year  of  work  by 
26  Study  Group  members.  The  Group  set  out  to  describe 
derivatives  activity  at  banks  and  other  firms,  and  we  did  a 
thorough  job  in  the  Study's  Overview.   But  we  wanted  to  do 
more  than  describe  the  status  quo.  We  wanted  to  have  a 
practical  effect,  and  we  quickly  realized  we  could  do  the 
most  good  by  disseminating  principles  of  good  management. 

As  a  result,  the  Global  Derivatives  Study  became 
an  important  technology  transfer  operation.  The  leading 
firms  in  the  derivatives  business  distilled  their  best  risk 
management  ideas  into  20  principles  of  good  financial 
management,  which  we  recommended  to  managers  of  dealers  and 
end-users.  These  principles  Include: 
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•  Ensuring  that  dftrlvatlves  are  used  In  ways  that  are 
consistent  with  the  overall  risk  management  and  capital 
policies  of  the  firm. 

•  Valuing  derivatives  at  marlcet,  at  least  for  Internal 
risk  management  purposes. 

•  Quantifying  market  risk  under  adverse  market  conditions 
and  performing  stress  simulations  to  gauge  the 
soundness  of  a  derivatives  portfolio. 

•  Assessing  the  credit  risk  arising  from  derivatives 
activities  based  on  frequent  measures  of  current  and 
potential  exposure  against  credit  limits. 

•  Placing  professional  risk  managers  in  independent, 
authoritative  positions. 

•  Reducing  credit  risk  by  increasing  use  of  multi-product 
master  agreements  with  close-out  netting  provisions, 
and  by  working  with  other  participants  to  ensure  the 
legal  enforceability  of  derivative  contracts. 

•  Establishing  sophisticated  information  systems  capable 
of  managing  derivative  risk. 

•  Adopting  accounting  and  disclosure  practices  that  will 
result  in  international  harmonization  and  greater 
transparency. 

Of  course,  end-users  and  dealers  aren't  the  only 
ones  who  can  take  action  to  manage  risk  better.  We  also 
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ldentlfi«d  Inportant  work  for  legislators  and  suparvisors  to 
do,  to  fltrangthan  tha  ayatan. 

•  First,  regulators  should  racognlza  tha  banafita  of 
"netting"  arrangaiaents  and  encourage  the  uae  of  netting 
by  tailoring  capital  adequacy  atandards  that  give  full 
credit  for  the  benefits  of  netting  arrangenenta .  These 
arrangeaents  reduce  credit  exposure  in  the  financial 
system. 

•  Second,  the  private  and  piiblic  sector  shoiild  work 
together  to  reduce  certain  legal  and  regulatory 
uncertainties. 

Third,  tax  authorities  ahould  review  and  amend  tax  laws 
that  disoourage  risk  aanageaent  through  derivatives. 

•  Fourth,  accounting  atandards  should  provide 
comprehensive  guidance  on  the  accounting  and  reporting 
of  derivative  transactions.  Also,  all  parties  ahould 
work  for  the  international  harmonization  of  such 
standards. 

Who  V*m»   Parivativ.  and  Whv 

Derivatives  are  used  to  lower  funding  costs, 
enhance  yields,  diversify  sources  of  funding,  hedge,  and 
express  market  views  through  position  taking.  For  example, 
if  an  American  firm  will  be  paid  in  foreign  currency  for 
goods  it  exports,  it  can  see  its  profit  margin  evaporate  if 
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the  U.S.  dollar  strengthens  before  the  goods  have  been  paid 
for.   Currency  swaps  can  be  used  to  hedge  such  future  cash 
flows  and  reduce  currency  risk  (Ia&i./  the  risk  that  the 
value  of  the  foreign  currency  received  In  the  sale  will 
fall) .  The  ability  to  provide  services  like  currency  swaps 
reinforces  traditional  bank  activities/  such  as  lending. 

In  a  broader  context,  derivatives  strengthen 
important  linkages  between  markets.  Most  observers  concur 
that,  irrespective  of  derivatives,  the  world  markets  for 
trade  and  finance  have  become  increasingly  integrated  and 
accessible.   Derivatives  have  helped  the  process  by 
intermediating  markets  efficiently  and  providing  effective 
risk  management  tools  that  enhance  the  operation  of  global 
businesses.   These  linkages,  most  observers  believe,  have 
led  to  a  safer  global  financial  system.  Because  of 
derivatives,  financial  shocks  may  travel  faster,  but  they 
also  travel  farther,  and  hence  the  iiipact  is  more  widely 
dispersed  [p.  34].  The  contribution  derivatives  activity 
makes  to  financial  markets,  by  providing  an  efficient 
conduit  for  financial  risk  flows,  may  be  difficult  to 
quantify,  but  is  both  favorable  and  substantial  [p. 64]. 

Banks'  large  and  aid-size  clients  appreciate  this 
risk  management  service  and  benefit  from  it.  The  three- fold 
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growth  In  outstandin?  aaounts  of  these  custoa-tailored 

transactions  betvaen  1987  and  1991  [p.54]i  is  strong 

evidence. 

Putting  Derivatives  Rlak  in  Peranaetive 

Knowing  that  derivatives  activity  is  good  for 
Aster ican  corporations  and  government  entities  is  not  enough. 
The  Global  Derivatives  Study  Group  also  asked  whether 
providing  these  services  to  clients  is  good  for  the  banks. 
Are  swap  dealers  sisply  absorbing  their  clients  riskiest 
problems  in  the  banking  system?  There  is,  as  we  said  in  the 
report,  "no  room  for  complacency"  about  this  issue. 

The  Gto\xp   of  Thirty  Study  explores  the  question  in 
two  ways: 

(a)  by  looking  at  the  way  risk  is  memaged  by  the 
dealer,  and 

(b)  by  examining  and  ranking  the  possible  systemic 
risks  of  swaps. 

This  is  what  we  found.  The  rialM  of  swans  are  the 
same  tvpes  of  riak  which  banks  manage  in  traditional 
bufllneae  aetivitiea— depoait  taking  and  lending,  or  managing 
portfolios  of  bonds.  When  banks  write  swaps  they  are 
exposed  to: 

(a)  credit  risk  -  the  risk  that  the  counterparty  on  a 

valuable  swap  defaults; 
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(b)  mark«t  riak  -  th«  risk  that  a  change  in  interest 
rates  or  other  market  factors  will  reduce  the 
value  of  the  portfolio; 

(c)  operations  risk  -  the  possibility  that  a 
processing  error  will  cause  a  loss;  and 

(d)  legal  risk  -  the  risk  that  swap  documents,  or 
important  sections  of  them,  turn  out  to  be 
unenforceable,  and  that  losses  result. 

The  Study  Group  also  examined  and  rtmked  possible 
sources  of  systemic  risk.  Some  were  clearly  more  important 
than  others;  legal  risk  was  at  the  top  of  the  list,  and  this 
lead  to  one  of  our  recbmmendations .  Greater  harmony  and 
increased  transparency  in  accounting  practices  was  also 
recommended,  other  concerns,  and  settlement  risk  in 
particular,  were  recognized  as  being  of  systemic  importance, 
but  not  significantly  increased  by  swaps  activity.  The 
study  uroad  careful  laanaoenent  of  rtaka.  but  concluded,  on 
balanea.  that  it  wee  herd  to  find  iuatigleation  for  the  view 
that  derivatives  pose  a  greater  svgtemte  threat  than  other 
financial  activities. 

To  help  explain  how  this  conclusion  was  reached, 
let's  examine  one  of  these  risks— credit  risk— in  greater 
detail.   It  is  the  largest  risk  swap  dealers  face.  The 
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Group  of  Thirty  report  clt«a  surveys  of  historical  swap 
credit  loss  experience  over  ten  years  and  concludes  that 

(a)  swaps  credit  risk  is  higher  quality  than  the  risk 
of  bank  loans  at  the  same  fira,  so 

(b)  being  involved  in  swap  activity  increases  the 
average  credit  quality  of  a  bank's  credit 
exposures  and  the  diversity  of  credit  risks  to 
which  a  firtt  is  exposed  [Appendix:  p.  135]. 
some  statenents  eJ^out  swaps  give  the  impression 

that  the  credit  risk  of  swaps  is  much  larger  than  it  truly 
is.  They  confuse  the  "notional  aaount"  of  swap  transactions 
(the  amount  of  debt  being  hedged  or  managed  by  the  swap) 
with  the  value  of  the  transactions  (the  amount  one  would 
receive  by  unwinding  or  selling  them) . 

The  chart  in  Appendix  A  may  help  put  swap  credit 
risk  into  perspective. 

At  the  lead  banks  of  the  top  50  U.S.  holding 
companies,  on  December  31,  1992,  the  notional  aaount  of 
outstanding  derivatives  transactions  was  $6.3  trillion.  . 
Compare  that  to  the  uncollateralized  potl:ion  of  the  value  of 
those  transactions  (estimated  by  J. P.  Morgan  economists 
assuming  that  netting  reduces  swaps  credit  exposures  by  40%- 
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60%,  as  Indicated  by  F«d  Chairman  Alan  Greanapan,  and  that 
nattlng  banaflts  for  fx  forwards  ara  somewhat  less) : 
Derivatives  (gross  basis)         $144.0  billion 
Derivatives  (net  basis)  $  90.9  billion 

In  other  words,  derivatives  credit  exposures 
amount  to  about  1.4%  of  the  notional  amounts.  Note  the 
Important  way  In  which  credit  risk  has  been  reduced  by  the 
netting  legislation  which  this  Committee  has  led  the 
Congress  In  enacting. 

And  note  also  the  proportion  of  total  credit 
eicposure  which  comes  from  swaps.  The  marlcet  value  of  the 
banks'  derivatives  was  only  5.5%  of  year-end  1992  credit 
exposures.  This  relationship  Is  shown  In  the  next  chart 
(Appendix  B) . 

Findings  like  these  do  little  to  justify  the  claim 
that  these  activities  create  large  "systemic  risks". 

Quality  of  Darivativea  Risk  Management 

These  statistics  may  give  the  Committee  a  better 
perspective  on  the  risks  added  to  the  banking  system  by 
derivatives  dealing.  In  relation  to  the  same  risks  arising 
from  traditional  banking  activities.  But  we  asked  ourselves 
one  more  question:   Is  that  risk  being  well  managed? 

The  Global  Derivatives  Study  gives  an  Implicit 
answer  to  that  question,  too.  The  principles  of  good 
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managoinent  conpilad  by  the  Stiidy  Grot^  Includa  soma  time- 
testad  ways  of  doliKT  btiainass,  and  aevaral  naw  ideas.   As 
Charles  Taylor  of  tha  Group  of  Thirty  dascribas  it:   "best 
practice,  not  niniaum  practice. **  These  ways  of  managing 
financial  risk  are  widely  used  by  swap  dealers,  and 
particularly  by  swap  dealers  in  the  U.S.  This  is  clearly 
the  place  in  bemka   where  maah   of  the  most  advanced  thinking 
about  risk  management  is  taking  place. 

The  Role  of  DerivativeB  Activity  in  the  Banking  System 

Yet,  as  the  Group  of  Thirty  Report  emphasizes,  the 
risks  of  swaps  are  the  same  types  of  risks  contained  in 
traditional  banking  activities.  And  this  is  why  the  same 
techniques  that  dealers  use  to  manage  swap  risks  can  be  used 
to  manage  the  risks  of  loans  and  deposits,  securities 
portfolios,  and  the  other  financial  risks  of  banking.  Some 
of  the  firms  represented  on  the  G-30  Study  Group  are  already 
far  along  in  applying  these  principles  to  manage  traditional 
activities,  with  iiq)re8sive  results. 

Observing  this  phenomenon,  some  members  of  the 
Global  Derivatives  Study  Group  would  say  that  derivatives 
are  now  less  a  <*product"  than  a  way  of  thinking  about  risk. 
The  principles  of  good  management  outlined  in  the  report  are 
not  necessarily  the  only  means  to  good  management,  but  they 
are  a  prime  example  of  this  way  of  thinking.  Because  this 
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way  of  thinking  about  financial  rlak  conaa  along  with 
Involvement  In  derivatives  activity,  bank  Involvement  in 
derivatives  is  a  healthy  development.  And  as  use  of 
derivatives  expands  and  the  principles  of  good  management 
are  more  widely  used«  the  U.S.  banking  system  is  likely  to 
become  safer  and  stronger,  more  competitive,  and  better  able 
to  fulfill  its  role  as  a  provider  of  financial  services  in 
this  country  and  overseas. 
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Appendix  A 
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other  infonaatlon  sought  by  th«  Conmlttaa,  and  not  addressad  in  the 
preceding  portion  of  the  testlnony,  Is  outlined  below. 


Q.   ffbat  do  you  thlnx  tbe  role  o£  regulators  and  Congress  should  be  If  the 
areup  of  Thirty's  reooBBendatioas  for  dealers  and  end-users  are  not 
adopted? 

A.   •    Theee  20  principles  are  not  necessarily  the  only  path  to  good 
laanagement,  as  the  Study  explains  [p.  7]. 

•  The  principles  represent  the  best  principles  we  could  find,  we 
set  the  hurdle  high.  They  are  not  a  "minimum**  or  a  '*Btandard" 
for  codification. 

•  The  Federal  and  State  Banking  Supervisors  pay  close  attention  to 
the  derivatives  activities  of  banks  and  thrifts  under  the  present 
regulatory  framework.   In  their  role  as  supervisors,  these 
agencies  ensure  that  banks  (a)   understand  the  business 
activities  which  they  undertake,  and  (b)  conduct  those  activities 
In  a  safe  and  sound  fashion.  This  Is  as  true  for  derivatives  as 
It  Is  for  other  banking  activities. 

•  Setting  particuliu:  standards  for  derivatives  transactions  would 
be  at  cross-purposes  with  tbe  existing  framework  of  supervision, 
with  its  focus  on  the  common  risks  contained  in  derivatives  and 
traditional  instruments. 

•  Regulation  cannot  be  a  substitute  Cor  good  management. 
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Q.   It   daalara  ara  unsbla  to  laplaBcat  your  raeoaaandatloBS,  should  thay 
ba  azoludad  froa  t&a  dariratlTaa  aarkat? 

A.  Absolutely  not.  Wa  walcoaa  conpetltlon.  We  believe  it  improves  our 
own  coapetitivsness  by  aaking  us  work  harder.  Wa  would  be  deeply 
distressed  if  our  principlaa  of  good  management  were  turned  into  a 
device  to  create  barriers  to  entry  for  potential  competitors.  It 
would  undo  much  of  what  swapa  dealers  have  worked  for  in  the  past 
10  years— an  indvistry  without  barrlars  to  entry  which  is  fiercely 
competitive  across  intamational  boundariea  and  financial  sectors. 


570 


Q.   Tb«  Oroup  of  Ttalrt7ia  darlvatlv*  report  lists  tvoaty  raoeaBondatlons 
for  doalors  aafl  cnd-uaora.  Do  darlvativa  daalara  that  do  not  adopt 
your  rseoouaandatloaa  poaa  aay  rlak  to  tha  flaanoial  ooadltlen  of  a 
bank,  tha  dapoalt  iaauraaoa  fund  or  tlia  darivativaa  markat? 

A.   All  banking  activitias  pose  risk.  Our  objective  1b  to  manage  those 
risks  carefully.  The  principles  of  good  management  outlined  in  the 
Study  can  help  banks  achieve  the  goal  of  careful  risk  management,  but 
even  using  these  principles  won't  make  financial  activity  riskless. 

As  we  pointed  out  in  the  study,  these  twenty  principles  are  not 
necessarily  the  only  path  to  good  management  [p. 7]. 
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Ar«  tba  Oroop  of  Thirty's  riak  ■aasgoMBt  raooBaaBdations  so  costly 
that  ■aoll.ar  darlvativa  dsolara  would  ba  flnanoially  atralnad  to 
iBplamant  tbaa? 


X.   The  Group  of  Thirty  Study  recognizes  that  the  scope  of  each  firm's 
risK  management  structtire  should  talca  int»  account  the  eize  of  the 
firm's  derivatives  activity.   Each  firm  must  make  its  own  assessment 
of  the  potential  benefit  arisiog  froa  investing  to  improve  risk 
management  capabilities  for  its  derivatives  business.   Such 
investments  will  only  be  beneficial  at  flrss  trtiere  credit  or  market 
risk  exposures  contribute  Beanlngfolly  to  potential  revenues  or 
expenses. 

It  is  certainly  possible  that  this  investment  would  not  be  worthwhile 
for  some,  particularly  where  derivatives  dealing  makes  up  a  small 
portion  of  the  firm's  activity. 


572 


Do  you  ■••  say  rsgulatoxy  rol*  la  ualag  aimulatiaaB  aad  motels  Is 
foraesstlag  advarsa  msrkat  cbsagaa? 

streBs  simulations  should  ba  performed  by  banking  institutions  as  part 
of  good  risk  management  practice.  To  the  extent  that  supervisors  run 
their  own  simulations,  we  believe  it  may  help  them  to  better 
understand  the  exposures  and  management  challenges  faced  by  the 
institutions  they  supervise. 
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Are  oapltal  rttqulreaaats  £or  iBotltutloaa  that  deal  in  darlvatlvo 
products  adequate? 

No.  The  Group  of  Thirty  study  specifies  that  existing  capital 
requirements  fail  to  take  full  account  of  the  reduction  in  the  credit 
risk  achieved  through  the  netting  provisions  of  Master  Swap 
Agreements.   Failure  of  banking  supervisors  to  recognize  the  impact  of 
legislation  initiated  by  this  committee  in  1989,  and  other  important 
U.S.  legislation  since  then  (Bankruptcy  Code  and  FDICIA) , 

•  hampers  the  competitiveness  of  US  banks,  and 

•  by  tying  up  scarce  capital  unnecessarily,  may  prevent  them  from 
expanding  loans  to  businesses  and  consumers. 

Banking  Supervisors  in  this  country  have  been  working  with  the  Basle 
Supervisors  Committee  to  eunend  the  Risk-Based  Capital  Guidelines  in 
order  to  recognize  netting.  The  difficulty  banks  have  experienced  in 
obtaining  recognition  in  capital  requirements  of  the  good  work  done  by 
Congress  Is  a  reminder  of  the  difficulties  of  developing  sensible 
capital  rules  and  changing  them  in  a  timely  way  to  reflect  important 
developments . 
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Q.   Should  tb«r«  IM  dlraotors  on  a  financial  instittition's  board  that  sr* 
thoroughly  familiar  with  derivative  aotivitias,  both  in  the 
Institution  and  in  the  marketplaoe? 

X.   The  directors  of  financial  Institutions  should  be  sufficiently 

familiar  with  the  business  of  the  firm  that  they  can  evaluate  the 
performemce  of  management.  This  does  not  mean  that  board  members  Have 
to  be  familiar  with  every  detail  of  the  derivatives  business,  or  all 
aspects  of  financial  risk  management.  The  recommendation  in  the  Study 
reflects  the  policy  making  role  of  the  board. 
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Mr.    David  S.    Berry 

Director  of  Research 

Keefe,  Bruyette  &  Woods 

2  World  Trade  Center  -  85th  Floor 

New  York,  New  York  10048 

Dear  Mr.  Berry 

On  October  28,  1993  at  10:00  a.m.,  in  Room  2128  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  examine  the  safety  and  soundness 
issues  associated  with  bank  derivative  activities.  You  are 
respectfully  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  issues 
involving  bank  trading  and  derivatives  activities,  please  provide 
written  answers  to  the  following  questions  by  the  close  of  business 
October  26,  1993. 

1.  What  financial  products  do  banks  most  commonly  trade  for  their 
own  account?   for  their  customer  accounts? 

2.  Do  banks  have  adequate  risk  management  systems,  personnel  and 
knowledgeable  upper  level  management  necessary  to  safeguard 
against  the  risks  posed  by  derivatives? 

3.  High  growth  rates  in  a  certain  bank  activity  can  sometimes  be 
a  precursor  to  problems,  what  are  your  concerns  regarding  the 
high  growth  rate  of  bank  trading  activities?  Does  the  high 
growth  rate  of  trading-related  activities  translate  into 
greater  risk  taking  by  banks?  Should  bank  regulators  require 
banks  to  limit  the  growth  of  bank  trading  activities? 

4.  Your  report  reveals  that  the  large  money  center  banks  are 
reporting  record  revenues  from  trading  activities.  Given  that 
fact,  is  it  reasonable  to  assume  that  non-money  center  banks 
will  seek  to  increase  their  trading  activities,  or  for  some, 
engage  for  the  first  time  in  trading  activities?   What  risks 
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does  increased  bank  participation  in  trading  activity  pose  to 
the  financial  system  or  individual  banks?  Should  the  bank 
regulatory  require  a  bank  to  pass  a  proficiency  test  prior  to 
engaging  in  significant  trading  activities? 

5.  What  percentage  of  bank  trading  activities  is  foreign  exchange 
related?  How  has  this  segment  of  bank  trading  activities 
grown  over  the  past  five  years?  What  are  the  special  risks 
associated  with  foreign  exchange  related  trading  and  are  banks 
able  to  control  those  risks? 

6.  Is  bank  financial  statement  disclosure  of  derivative-related 
activities  and  trading  activities  adequate  to  determine  the 
risks  posed  by  those  activities?  How  could  disclosure  be 
improved  domestically  and  internationally? 

7.  Is  it  possible  to  determine  the  extent  to  which  banks  engage 
in  speculation  versus  serving  their  customers?  To  what  degree 
do  bank  trading  activities  involve  speculating  for  their  own  , 
account?   To  what  extent  does  proprietary  trading  raise  the 
risk  of  failure  at  a  bank? 

Please  feel  free  to  address  any  other  issues  that  will 
contribute  to  the  Committee's  understanding  of  bank  trading  and 
derivative  activities. 

You  will  be  given  roughly  5  minutes  to  summarize  your  written 
remarks.  Banking  Committee  rules  require  that  you  provide  200 
copies  of  your  written  testimony  be  delivered  to  Room  2129,  Rayburn 
House  Office  Building,  no  later  than  the  close  of  business  October 
26,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 

cerely , 


Henry  e.  Gonza 

Chairman 
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MONEY-CENTER  BANKS'  TRADING  ACTIVITIES 

Testimony  provided  to  the  House  Committee  on  Banking,  Finance  and  Urban  Affairs 

by  David  S.  Berry,  Director  of  Research 

Keefe,  Bruyette  &  Woods,  Inc. 

October  28, 1993 


What  financial  products  do  banks  commonly 
trade  for  their  own  account?  or  their  customer 
accounts?  What  percentage  of  bank  trading 
activities  are  foreign  exchange  related?  Is  it 
possible  to  determine  the  extent  to  which  banks 
engage  in  speculation  versus  serving  their 
customers? 

U.S.  banks  trade  a  wide  variety  of  instruments, 
including:  interest-rate  and  currency  swaps,  U.S. 
and  foreign  government  debt  instruments,  money- 
market  securities,  corporate  debt  securities, 
lesser-developed  country  loans  and  bonds, 
foreign  currencies,  equities,  equity  derivatives, 
commodities,  and  commodity  derivatives.  A 
portion  of  banks'  trading  activities  involve 
exchange-listed  instnunents  (e.g.,  financial 
futures),  but  the  majority  of  banks'  trading 
activities  do  not 

Since  foreign-exchange  and  interest-rate-related 
trading  strategies  have  become  increasingly  inter- 
related, many  major  U.S.  money-center  banks 
have  increasingly  lumped  the  results  of  all  their 
trading  activities  into  one  line  item  on  the  income 
statement,  so  separate  foreign  exchange  revenue 
data  have  become  harder  to  come  by.  Regulatory 
reporting  still  separates  foreign  exchange  from 
other  trading  data. 

The  majority  of  banks'  trading  activities  are 
directly  related  to  customer  activities.  For 
example,  a  corporate  borrower  may  wish  to 
exchange  dollars  into  yen  or  an  investor  may  wish 
to  swap  fixed-rate  debt  into  floating-rate  debt 


As  part  of  their  role  as  dealers,  banks  cannot  help 
but  incur  market-risk  (the  risk  that  a  bank  will 
incur  a  gain  or  loss  as  a  result  of  price  changes), 
and  banks  actively  manage  the  market-risk  that 
they  take  on.  Frequently,  different  customers 
have  offsetting  needs  (e.g.,  one  wants  to 
exchange  dollars  for  yen,  the  other  yen  for 
dollars),  so  a  bank  will  be  able  to  offset  the  risks 
it  incurs  in  a  trade  with  one  customer  with  a  trade 
with  a  different  customer. 

To  be  an  efficient  financial  intermediary, 
however,  a  bank  cannot  wait  for  another 
customer  with  an  offsetting  need  to  show  up 
before  serving  an  existing  customer.  As  a  result, 
banks  manage  market  risk  through  a  portfolio 
approach,  and  there  may  be  a  large  number  of 
individual  transactions  that  are  ultimately 
offsetting  rather  than  just  one.  As  they  manage 
this  process,  banks  will  effectively  be  positioned 
for  their  own  account  for  certain  kinds  of  price 
movements  (in  a  controlled  way,  subject  to 
specified  limits),  and  so  it  is  inevitable  that  banks, 
as  dealers,  will  incur  and  manage  market  risk  for 
their  own  accounts  as  they  satisfy  customer 
needs.  Clearly  the  instruments  at  which  the  banks 
are  at  risk  for  their  own  account  are  the  same 
instruments  that  are  being  traded  to  satisfy 
customer  needs. 

In  addition,  some  banks  have  established  separate 
proprietary  trading  groups  whose  mission  is  to 
trade  for  the  bank's  own  account  away  from 
customer  activities.  While  such  groups  may  be 
separately    managed,     we     believe     that     the 
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instruments  traded  would  still,  in  most  cases,  be 
the  same  instruments,  or  kinds  of  instruments, 
traded  on  behalf  of  customers. 

Different  banks'  estimates  of  the  split  between 
customer-driven  and  proprietary  trading  should 
be  understood  to  be  necessarily  vague.  However, 
Chase  Manhattan  and  Chemical  Banking  have 
suggested  that  their  customer-driven  activity 
makes  up  something  on  the  order  of  80%  of  their 
trading  revenues.  Bankers  Trust,  a  company 
perceived  to  be  more  active  in  proprietary  trading 
than  other  money-center  banks,  has  estimated 
that  over  60%  of  its  trading  activities  relate  to 
customer-driven  activity.  These  estimates  may 
not  have  been  made  on  the  basis  of  the  same 
definitions  and  should  be  taken  with  a  grain  of 
salt,  but  they  should  provide  some  notion  of  the 
scale  of  proprietary  trading  activity  at  major  U.S. 
banks. 


Do  banks  have  adequate  risk  management 
systems,  personnel  and  knowledgeable  upper 
level  management  necessary  to  safeguard 
against  the  risks  posed  by  derivatives? 

At  one  level,  there  is  no  way  for  an  outsider, 
working  only  from  publicly  available  information, 
can  possibly  make  a  conclusive  judgment  about 
the  risk-management  systems  in  place  in  a  bank. 
This  applies  not  just  to  the  management  of  banks' 
trading  desks  but  to  their  lending  operations  as 
welL  Conclusive  evaluation  of  existing  risk- 
management  systems  can  only  be  performed  by 
those  with  extensive  resources  and  insider  access: 
accountants  and  regulators. 

However,  as  an  outsider  we  can  make  certain 
observations  and  judgments.  For  example,  we 
note  that  the  CEOs  of  two  of  the  nation's  money- 
center  banks  most  actively  involved  in  trading 
and  derivatives  activities  were  themselves  once 
traders:  Bankers  Trust's  Charles  Sanford  and  J  P 
Morgan's  Dennis  Weatherstone. 


As  bank  analysts,  we  have  spent  considerable 
time  and  resources  studying  the  management  of 
market  risk  and  interviewing  individuals  actively 
involved  in  the  management  of  market  risk  at  the 
major  money-center  banks.  Our  general 
conclusion  is  that,  while  individual  banks' 
techniques  may  vary  in  the  details,  there  is  a 
broad  consensus  about  what  market  risk  is  and 
how  it  should  be  managed,  and  that  the 
techniques  used  to  manage  risk  at  the  major 
money-center  banks  are  sufficiently  sophisticated 
to  handle  the  risks  involved. 

The  management  of  market  risk  is  integral  to  all 
the  major  money-center  banks'  trading  activities, 
whether  customer-driven  or  proprietary.  Qearly 
defined  Umits,  based  on  the  traded  instruments' 
volatility  and  liquidity,  are  in  place  for  individual 
traders,  trading  desks,  and  overall  trading  groups, 
and  these  are  designed  to  limit  the  loss  incurred 
on  adverse  price  movements.  Based  on  our 
conversations  with  market-risk  managers  at 
different  banks,  the  potential  for  loss  on 
individual  trades  is  much  smaller  than  outsiders 
might  imagine.  To  the  extent  that  banks  make 
good  profits  from  incurring  market  risk,  it  reflects 
the  accumulated  gains  on  many  small  positions 
rather  a  single  payoff  on  an  enormous  bet 

It  should  also  be  understood  that  banks  earn 
trading  profits  in  ways  other  than  by  incurring 
market  risk.  For  example,  dealers  capture  the 
difference  between  bid  and  offer  prices  on  traded 
instruments.  Further,      many      derivative 

transactions  are  entered  into  in  order  to  satisfy 
particular  customer  needs,  and  banks  will  earn  a 
profit  for  structuring  tailor-made  transactions. 
Finally,  to  the  extent  that  derivatives  transactions 
involve  exposing  the  bank  to  counterparty  credit 
risk,  banks  must  price  those  transactions  for  that 
credit  risk.  If  credit  risk  is  properly  priced,  it  will 
also  be  a  source  of  profit 

While  risk-management  practices  have  evolved 
over  the  last  decade,  the  basic  techniques  for 
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measuring  and  managing  market  risk  in  the 
derivatives  business  are  not  materially  different 
from  those  involved  in  measuring  and  managing 
market  risk  in  any  trading  activity.  Thus,  from 
the  point  of  view  of  market-risk  management,  the 
growth  of  the  derivatives  business  should  be  seen 
as  an  extension  of  activities  that  the  major  dealer 
banks  have  been  involved  in  for  decades. 

What  does  the  historical  record  show? 

Perhaps  the  best  way  for  an  outsider  to  assess 
banks'  management  of  their  trading  activities  is  to 
examine  the  historical  record  of  those  activities. 
As  a  specialist  in  the  banking  industry,  KBW  has 
developed  and  maintains  an  extensive  data  base 
on  bank  performance.  From  this  data  base,  we 
have  extracted  the  quarterly  trading  profits  (and 
losses)  for  the  seven  largest  trading  banks  from 
1983  through  the  most  recently  released  1993 
results.  Those  banks  are:  Citicorp,  Chemical 
Banking,  J  P  Morgan,  Bankers  Trust,  Chase 
Manhattan,  First  Chicago,  and  BankAmerica. 
The  data  are  presented  at  the  end  of  this  written 
testimony.  (Data  for  Manufacturers  Hanover  and 
Seciuity  Pacific  have  been  combined  with  data 
for  Chemical  Banking  and  BankAmerica  to 
reflect  those  two  bank  mergers.)  All  told,  373 
different  bank  quarterly  reports  are  embedded  in 
this  data. 

The  important  observation  to  make  is  that  the 
major  dealer  banks  have  almost  never  posted  a 
quarterly  loss  from  their  trading  activities.  Over 
the  ten  years  (plus)  covered,  quarterly  trading 
losses  were  posted  only  four  times  —  once  by  J  P 
Morgan  and  three  times  by  First  Chicago. 
Cumulative  losses  incurred  in  those  quarters  were 
just  $19  million.  These  are  absolutely  dwarfed  by 
the  trading  revenues  earned  in  the  other  369 
quarters  examined:  $35.9  billion.  The  fact  that 
the  banks'  trading  revenues  have  been  so 
consistently  profitable  indicates  that  the 
proprietary  risk  taken  by  banks  in  their  trading 


activities  is  comparatively  small  and  evidently 
weU  managed. 


Growth  of  trading  activities 

Trading  activities  have  grown  rapidly  at  a  handful 
of  major  U.S.  banks  over  the  last  decade.  We 
have  shown  this  by  plotting  the  combined  trading 
revenues  earned  by  the  seven  large  U.S.  trading 
banks  over  the  last  ten  years  at  the  end  of  this 
written  testimony.  While  trading  results  are 
clearly  volatUe  quarter  to  quarter,  the  growth 
trend  over  ten  years  is  undeniable. 

Growth  has  occurred  reflecting  the  increased 
volume  of  tradable  instruments  —  a  reflection  in 
turn  of  the  increase  in  asset  securitization  --  and 
the  increased  volatility  in  interest-rate  and 
currency  markets  (especially  in  the  last  year). 
Over  the  ten-year  span,  the  growth  of  the 
derivatives  market  is  probably  the  single  biggest 
factor  behind  the  growth  in  banks'  trading 
revenues.  The  growth  of  the  derivatives  market, 
in  turn,  reflects  the  increased  acceptance  by 
investors  and  issuers  of  derivative  products  as  a 
cost-effective  tool  to  enhance  yields,  reduce 
funding  costs,  and  manage  risk.  Innovation  — 
both  in  terms  of  computer  and  communications 
technology  and  on  the  part  of  academics  and 
bankers  in  developing  sophisticated  methods  to 
assess  and  price  risk  —  has  played  a  key  role  as 
well.  At  the  same  time,  bankers  have  devoted  an 
increased  amount  of  personnel  and  capital  to 
develop  global  trading  networks  and 
comprehensive  risk-management  systems. 


High  growth  rates  in  certain  bank  activities  can 
sometimes  be  a  precursor  to  problems.  What  are 
your  concerns  regarding  the  high  growth  rate  of 
bank  trading  activities?  Does  the  high  growth 
rate  of  trading-related  activities  translate  into 
greater  risk  taking  by  banks?     Should  bank 
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regulators  require  banks  to  limit  the  growth  of 
bank  trading  activities? 

Rapid  growth  in  loan  portfolios  has  often  been  a 
precursor  to  problems  in  banking.  The  typical 
pattern  has  been  that  banks,  as  a  group,  extend 
excessive  amounts  of  credit  to  a  narrow  sector  of 
the  economy,  thereby  inflating  asset  values  which 
ultimately  collapse.  The  rush  to  lend  money  to 
oil  and  gas  service  and  supply  companies  in 
Texas  and  Oklahoma  in  the  late  seventies  was  a 
classic  example.  The  increased  level  of  trading 
activity  at  the  money-center  banks  over  the  last 
decade  does  not,  however,  follow  that  pattern. 

The  key  difference  is  that,  while  derivative 
transactions  do  involve  credit  risk,  they  do  not  in 
themselves  involve  the  extension  of  credit  For 
example,  in  an  interest-rate  swap  a  bank  may 
elect  to  pay  a  fixed-rate  of  interest  to  a 
counterparty  is  exchange  for  the  counterparty 
paying  a  floating-rate  of  interest  to  the  bank.  If 
rates  don't  change,  then  no  payments  are  made. 
If  rates  rise,  then  the  floating  rate  will  exceed  the 
fixed  rate,  and  the  counterparty  will  pay  the  bank 
the  difference.  In  this  sense,  a  bank  must  be 
concerned  about  the  counterparty's  capacity  to 
fulfill  its  obligation,  and  in  this  sense  the 
derivatives  business  does  involve  credit  risk. 
Derivative  transactions  are  quoted  in  terms  of 
their  notional  value,  and  that  notional  value  is 
used  to  translate  the  terms  of  a  derivatives 
contract  and  current  market  rates  into  the  actual 
dollars  that  are  paid  by  one  counterparty  to 
another.  However,  that  notional  amount  is  never 
at  risk  in  a  derivative  transaction  since  it  was 
never  lent  out. 

To  go  back  to  Texas:  If  banks  as  a  group  decide 
to  lend  money  on  drilling  rigs,  then  the  price  of 
drilling  rigs  is  likely  to  rise.  However,  if  banks  as 
a  group  decide  to  enter  into  interest-rate  swaps 
with  drilling  rig  owners,  there  is  no  reason 
whatsoever  to  think  that  the  price  of  drilling  rigs 
will  rise  or  fall. 


Most  of  the  players  in  the  global  derivatives 
markets  are  rated  investment  grade,  and  credit 
losses  on  derivative  transactions  according  to  the 
International  Swaps  Dealers  Association  have 
been  quite  low.  The  largest  credit  exposures  in 
U.S.  banks'  derivatives  portfolios  are  to  other 
OECD  banks  —  themselves  regulated,  well- 
capitalized  institutions.  Credit  losses  have 
occurred  in  the  derivatives  business,  but  they 
have  been  of  manageable  size.  Banks  use  the 
same  credit-management  techniques  in  their 
derivatives  business  that  they  use  in  their  lending 
businesses,  with  an  eye  towards  avoiding  industry 
and  individual  obligor  concentrations,  so  it  seems 
reasonable  to  believe  that  the  good  credit 
experience  had  to  date  by  banks  in  the  derivatives 
business  is  likely  to  continue. 

Rapid  growth  in  the  derivatives  business  could 
give  rise  to  other  kinds  of  problems,  however. 
Rapid  growth  in  any  business  activity  could 
outstrip  risk-management  systems,  available 
technology,     or     back-office     systems.  A 

breakdown  in  those  systems,  in  turn,  could  lead 
to  losses.  While  there  is  littie  evidence  to  date  of 
that  happening  on  a  scale  noticeable  to  an  outside 
analyst,  it  is  an  area  that  deserves  bank 
management  and  regulatory  attention. 

Barring  evidence  of  a  specific  need,  we  are 
generally  opposed  to  government-mandated 
limits  to  growth  to  activities  in  the  private  sector. 
Should  U.S.  bank  regulators  hinder  the  growth  of 
banks'  trading-related  activities,  the  net  effect 
would  be  to  cede  profitable  business  to  non-U.S. 
banks.  That  said,  it  is  of  course  true  that  should 
an  individual  bank  attempt  to  grow  activities  at  a 
rate  clearly  in  excess  of  its  capacity  to  manage 
those  activities,  bank  regulators  should  intervene. 


Increased  scale  is  a  benefit 

The  increased  scale  of  the  derivatives  business 
(and  trading  more  generally)  ii  actually  a  benefit 
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from  the  point  of  view  of  risk  management  It  is 
a  generally  accepted  tenant  of  portfolio  theory 
that  the  risk  inherent  in  a  diversified  portfolio  is 
substantially  less  than  that  inherent  in  a  single 
asset.  Thus,  the  more  different  instruments  there 
are  to  trade,  all  other  things  being  equal,  the  less 
risky  a  bank's  trading  activities  would  be. 
(Assuming  the  bank  limits  itself  to  trading 
instruments  in  which  it  naturally  deals  with 
customers.) 

Further,  the  more  different  counterparties  there 
are  to  trade  with,  the  more  liquid  a  given  market 
is.  Liquidity  is  a  key  risk  in  market-risk 
management;  it  refers  to  the  capacity  of  a  trader 
to  unwind  a  position  without  changing 
(materially)  the  prevailing  price  of  the  traded 
instrument  The  more  participants  there  are  in  a 
market  (each  with  his  own  point  of  view),  the 
greater  the  liquidity. 


Will  high  returns  in  trading  attract  others  into 
the  business? 

Among  U.S.  commercial  banks,  the  leaders  in 
trading  revenues  are  J  P  Morgan,  Bankers  Trust 
Citicorp,  and  to  a  somewhat  lesser  extent 
Chemical  Banking.  Chase  Manhattan,  First 
Chicago,  BankAmerica  are  also  significant 
players,  and  they  are  increasing  their  commitment 
to  this  area.  Other  banks,  such  as  NationsBank, 
are  interested  in  stepping  up  their  capacity  to 
offer  risk-management  services  to  their  clients. 
Since  each  of  these  institutions  has  either  had 
considerable  experience  in  managing  market  risk 
or  has  adequate  resources  to  devote  to  the  risk- 
management  process,  we  are  hard  pressed  to  be 
concerned  about  their  increased  level  of  activity. 

It  may  happen  that  smaller  banks,  with  less 
experience,  also  become  interested  in  getting  into 
these  businesses,  and  it  is  possible  that  smaller 
banks  may  not  set  up  adequate  systems  to  control 
the  risks  inherent  in  the  business.    However,  a 


major  constraint  applies:  Most  of  the  derivatives 
business  from  the  dealer  perspective  relates  to 
customer-related  activity,  and  it  is  not  clear  to  us 
that  the  market  for  risk-management  products  yet 
extends  to  the  middle-market  companies  that  are 
likely  to  dominate  a  smaller  bank's  corporate 
customer  base.  We  presume  that  under  existing 
practice,  the  appropriate  regulatory  bodies  would 
be  alerted  to  pay  attention  if  a  bank  attempted  to 
expand  rapidly  beyond  its  areas  of  proven 
competency. 


[s  disclosure  of  trading  and  derivatives  activities 
adequate? 

Disclosure  certainly  could  be  better.  It  is  current 
practice  for  most  of  the  major  dealer  banks  to 
report  their  trading  revenues  in  a  single  line-item, 
combining  the  results  of  all  instruments  traded. 
In  J  P  Morgan's  1992  annual  report,  a  more 
helpful  breakdown  was  provided  by  dividing 
trading-related  revenues  (including  associated  net 
interest  income)  into  product  categories.  One 
can  imagine  going  further,  and  breaking  down 
trading-related  activities  by  geography  or  by 
industry  type,  though  it's  not  clear  that  our 
understanding  of  the  market-risk  of  these 
activities  would  be  materially  enhanced  by 
collecting  data  on  twenty  volatile  line  items 
instead  of  one.  An  understanding  of  credit  risk 
inherent  in  the  business  could  be  provided  by 
breaking  down  credit  exposures  by  investment 
grade  or  by  industry  type. 

In  our  conversations  with  risk-managers  at  the 
money-center  banks,  we  have  been  primarily 
interested  in  process  questions:  understanding 
the  organizational  structure  of  trading  desks  and 
the  risk-management  groups,  understanding  the 
kinds  of  limits  imposed  on  traders  and  trading 
desks,  getting  a  flavor  for  the  kind  of  losses  that 
are  likely  to  be  incurred  from  adverse  price 
moves  over  a  given  time  period.  Increased 
discussion    of    risk-management    processes    in 
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Management's  Discussion  and  Analysis  would  be 
helpful. 

As  equity  analysts,  we  are  always  interested  in 
more  disclosure,  but  we  also  think  that  this  is  an 
issue  best  settled  through  negotiations  between 
analysts  and  investors  on  the  one  hand  and  bank 
investor  relations  representatives  on  the  other 
hand.  Certain  large  banks  should  be  expected  to 
take  a  leadership  role  in  disclosure.  But  let  us 
make  clear  that  this  is  certainly  not  an  area  where 
a  Congressional  mandate  would  be  appropriate. 
Analysts'  disclosure  needs  change  with  the  times, 
and  it  would  be  extremely  counterproductive  to 
lock  companies  into  one  form  of  disclosure. 


Trading  activity  is  profitable.  Profitable  banks 
are  less  likely  to  make  risky  loans. 

Understandably,  the  House  Committee  is 
concerned  that  derivatives  activity  may  pose  a 
threat  to  the  FDIC  insurance  fund.  It  is  hoped 
that  this  testimony  has  been  of  assistance  in 
understanding  that  it  is  highly  unlikely  that  the 
major  U.S.  money-center  banks'  activities  in  their 
trading  and  derivatives  businesses  pose  any 
significant  threat  to  the  fund.  There  is,  however, 
a  further  point  that  should  be  appreciated. 

Over  the  last  fifteen  years,  many  U.S.  banks  have 
been  involved  in  a  series  of  lending  debacles:  oil 
and  gas  lending,  lesser-developed  country 
lending,  leveraged  buyout  lending,  and 
commercial  real  estate  lending  have  been  some  of 
the  more  notorious  examples.  It  is  our  view  that 
the  banks  were  prone  to  engage  in  higher-risk 
lending  activities  because  of  structural  change  in 
the  industry.  As  traditional  customers  left  the 
banking  industry  (for  example,  as  low-risk 
corporate  borrowers  left  the  money-center  banks 
for  the  commercial  paper  market),  so  the  banking 
industry  went  in  search  of  new,  riskier  customers. 
In  hindsight,  there  is  no  question  the  banks  were 
not  adequately  compensated  for  the  higher  risk 


they  so  incurred.  What  made  the  banks  prone  to 
take  on  excessive  risk  were  the  inadequate  profits 
that  could  be  eamed  from  servicing  their 
traditional  customers. 

With  the  development  of  the  derivatives  market, 
the  major  U.S.  banks  have  developed  a  new  way 
to  serve  their  traditional  corporate  customer  base 
profitably.  The  product  today  is  not  credit  but 
risk-management  It  is  a  product  of  value  to 
customers  and  one  they  are  willing  to  pay  for. 
The  money-center  banks  are  earnings  substantial 
profits  from  these  activities  without,  in  our  view, 
incurring  significant  credit  risk  or  unmanageable 
market  risk.  This  is  good  news,  not  just  for  the 
banks,  but  for  the  health  of  the  banking  system 
more  generally  since  banks  earnings  good  profits 
will  be  less  inclined  to  seek  out  excessive  credit 
risk. 
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MONEY-CENTER  BANKS'  TRADING  REVENUES 

1983-1993 
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Chemical  Banking  data  prior  to  1991'3  fourth  quarter  pro  forma  for  merger  with  Manufacturers  Hanover. 
BankAmerica  data  prior  to  199Z's  second  quarter  has  been  combined  with  Security  Padfic's. 
Security  Pacific  was  purchased  by  BankAmerica  April  1992. 
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A  DECADE  OF  MONEY-CEm-ER  BANKS' 
TRADING  REVENUES 


2.500 


2.000 


1,500 


i 


1.000 


500 


0   Tl  I  I  III llllllllllllllllllllllllllllllllllll 


■  SUM  OF  SEVEN 
BANKS'  TRADING 
REVENUES 

'10-YEAR 
REGRESSION  LINE 


GAIN  &  LX)SS  QUARTERS 


Time  period 


10  YEARS  (PLUS) 
83Q1-93Q3 


5  YEARS 

88Q4-93Q3 


Number  of  quaiteis 
Number  of  banks  obseived ' 
Number  of  quarteriy  obseivafions 


43 

9 

373 


Number  of  loss  quarters 
Cumulative  loss 


^9m3Iion) 


Number  of  gain  quarters 
Cumulative  gain 


$3S^biBon 


20 

9 

166 


1 
($7  million) 


165 
$24.9  billion 


*  Banks  observed IncMa:  Ciisoip,  ChemkalBanUng.  JPMorgan,  Bankers 
Trust.  Chase  Manhattan,  First  CUan  BankAmerica,  and  -  until  their  merger 
Into  other  money-center  tanks  -  UanufacHmeia  Hanover  and  Security  PacUto. 
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PERSPECTIVE  ON  TRADING  REVENUES 


For  the  handful  of  banks  for  which  trading  is  a  significant  line  of  business,  second-quarter  results  were 
outstanding.  Declining  interest  rates  worldwide,  turmoil  in  the  European  currency  markets,  and 
continued  growth  in  customer-driven  risk-management  businesses  drove  trading  results  to  new  records 
across  the  board.  Almost  all  these  banks  posted  second-quarter  earnings  well  in  excess  of  expectations. 

Investors  were  unimpressed.  Most  evidently  believe  that  strong  trading  results  are  "here  today,  gone 
tomorrow,"  and  should  largely  be  treated  as  non-recurring  gains.  Without  for  a  moment  denying  that 
second-quarter  trading  profits  were  exceptionally  strong,  we  do  think  investors  would  benefit  from  a 
longer-term  perspective  on  these  banks'  trading  activities.  In  this  report,  we  examine  trading  results 
over  the  last  decade  for  the  largest  trading  banks.  Our  most  important  conclusions  are: 

Trading  is  a  growth  business.  Combined  trading  revenues  for  the  largest  trading  banks  have  grown  at 
a  17%  compound  annual  rate  over  the  last  five  years.  That  statistic  does  not  take  into  account  the 
extraordinary  results  posted  in  1993's  first  half  (up  74%  year-over-year). 

Variations  In  trading  results  have  caused  less  bottom-line  earnings  volatility  than  have 
variations  in  credit  costs,  notwithstanding  that  individual  banks'  trading  results  exhibit  significant 
quarter-to-quarter  volatility.  None  of  the  six  largest  trading  banks  has  posted  a  single  quarterly  trading 
loss  in  the  last  nine  years. 

Among  U.S.  commercial  banks,  trading  expertise  is  highly  concentrated.  Moreover,  the  largest 
players'  trading  results  would  appear  to  be  less  volatile  than  those  of  smaller  plajrers.  This  reflects  the 
breadth  of  their  franchises  and  the  sophistication  of  their  risk-management  systems. 

In  our  view,  kvestors  are  not  appropriately  valuing  the  revenue  streams  derived  from  these 
banks'  trading  activities.  While  it  is  difficult  to  disaggregate  investors'  views  about  trading  from  their 
views  about  other  aspects  of  bank  performance,  we  suspect  that  concerns  about  trading  volatility  and  a 
failure  to  appreciate  the  growth  characteristics  of  trading  revenues  depress  these  companies'  stock 
valuations.  The  stocks  of  most  of  the  important  trading  banks  all  trade  at  a  price/earnings  multiple 
discount  to  the  average  bank  stock. 
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MONEY-CENTER  BANKS'  TRADING  REVENUES 
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Methodology:  We've  looked  at  the  quarterly 
trading  revenues  of  seven  major  money-center 
banks  for  the  last  ten  and  a  half  years  to  gain  a 
long-term  perspective  on  the  trading  business. 
The  banks  included  are:  Citicorp,  J  P  Morgan, 
Bankers  Trust,  Chemical  Banking,  Chase 
Manhattan,  BankAmerica,  and  First  Chicago. 
Chemical  Banking's  trading  results  include  those 
of  Manufacturers  Hanover  prior  to  those  two 
companies'  merger  in  December  1991. 
BankAmerica's  data  include  Security  Pacific's 
trading  results  prior  to  Security  Pacific's  purchase 
by  BankAmerica  in  April  1992.  "  • ' 


Observation:    Trading  is  a  growth  business. 

Despite  volatility  quarter-to-quarter,  and 
notwithstanding  that  trading  results  in  the  first 
half  of  1993  have  been  exceptionally  strong,  over 
the  long  term  trading  revenues  have  shown  a 
strong  secular  growth  trend.  In  the  mid-eighties 
(1985-87),  combined  trading  revenues  for  these 
seven  banks  averaged  $557  million  per  quarter. 
In  the  early  nineties  (1990-92),  combined  trading 
revenues  averaged  $1,243  million  per  quarter, 
123%  higher.  Between  those  two  three-year 
periods,  average  quarterly  combined  trading 
revenues  grew  at  a  17%  compound  annual 
growth  rate. 

The  combined  trading  revenues  for  these  seven 
(once  nine)  banking  companies  has  been  plotted 
on  page  2.  A  least-squares  best-fit  regression  line 
has  been  drawn  through  both  the  fuU  ten  and  a 
half  years'  of  data  and  the  last  five  and  a  half 
years'  of  data.  The  slope  of  our  ten-year 
regression  line  (R-squared  of  0.82)  indicates 
growth  of  $145  million  in  combined  quarterly 
trading  revenues  per  year. 

A  number  of  factors  have  driven  the  growth  in 
trading  revenues.  Perhaps  the  most  significant 
has  been  the  development  of  the  derivatives 
market  The  first  interest-rate  swap  was  entered 
into  in  1981.  By  the  end  of  1991,  the  notional 
amount  of  interest-rate  and  foreign-exchange 
derivative  instruments  outstanding  had  grown  to 


$4.5  trillion.  The  growth  of  the  derivatives 
market  reflects  the  increased  acceptance  by 
investors  and  issuers  of  derivative  products  as  a 
cost-effective  tool  to  enhance  yields,  reduce 
funding  costs,  and  manage  risk.  Innovation  — 
both  in  terms  of  computer  and  communications 
technology  and  on  the  part  of  academics  and 
bankers  in  developing  sophisticated  methods  to 
assess  and  price  risk  —  has  played  a  key  role  as 
well.  At  the  same  time,  the  growth  of 
securitization  and  the  opening  up  of  economies 
around  the  world  have  increased  the  variety  of 
tradeable  instruments.  In  response,  bankers  have 
dedicated  increased  amounts  of  personnel  and 
capital  to  develop  global  trading  networks  and 
comprehensive  risk-management  systems. 


Observation:  The  pace  of  growth  has 
increased  in  the  last  five  years.  The  five-year 
regression  line  (R  squared  of  0.66)  is  steeper  than 
the  10- year  line.  That  five-year  regression  Une 
indicates  growth  in  combined  quarterly  trading 
revenues  of  $207  million  per  year.  This 
observation  could  simply  be  an  artifact  of  the 
data,  reflecting  unusually  depressed  results  in  the 
1988-89  period  and  the  outsized  trading  profits  in 
1993's  first  half,  certainly  the  fit  of  the  line  to  the 
actual  trading  results  is  not  as  strong  for  the  five- 
year  regression  as  it  is  for  the  ten-year. 
Nevertheless,  we  think  it  reflects  a  real 
acceleration  in  the  trading  business.  The  universe 
of  derivatives-market  users  has  continued  to 
grow,  while  U.S.  money-center  banks'  dedication 
to  the  business  has  increased.  In  particular,  this 
period  coincides  with  the  lift-off  of  J  P  Morgan's 
and  Bankers  Trust's  trading  businesses. 


Observation:  First  half  1993  trading  results 
were  exceptionally  strong.  There's  no  denying 
that  first  half  1993  results  were  outsized  by  any 
measure.  Combined  trading  results  for  these 
seven  money-center  banks  were  $1.9  billion  in 
the  first  quarter  and  more  than  $2.2  billion  in  the 
second.  The  five-year  regression  line  indicates 
"normal"  trading  profits  would  have  been  $1.6 
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billion  and  $1.7  billion,  so  "excess"  trading 
revenues  of  $0.8  billion  were  earned  in  the  first 
half.  Declines  in  interest  rates  worldwide, 
European  currency  volatility,  and  price 
appreciation  of  LDC  debt  were  among  the  factors 
cited  by  the  money-center  banks  for  their  strong 
first  half  trading  results,  but  most  banks  also  cited 
continued  growth  in  their  customer-driven 
derivatives  businesses  as  well.  Turmoil  in 
European  currency  markets  has  continued  into 
the  third  quarter,  so  it  is  entirely  possible  that 
strong  trading  profits  will  be  earned  again  in  the 
third  quarter.  That  said,  it  would  be  reasonable 
to  expect  trading  revenues  to  decline  later  in 
1993  and  in  1994  from  the  levels  achieved  in 
1993's  first  half. 


Observation:  Trading  volatility  is  not  as  great 
as  tnight  be  thought.  The  relatively  high  R- 
squared  statistics  for  both  the  ten-year  (0.82)  and 
five-year  (0.66)  regression  lines  indicate  a 
consistency  to  the  trading  business  —  at  least 
when  seven  banks'  results  are  aggregated  -  that 
many  investors  might  not  expect.  Not 
surprisingly,  most  individual  banks'  trading 
revenues  exhibit  greater  volatility  than  do  the 
combined  trading  revenues  for  the  seven  banks  — 
something  discussed  in  more  detail  on  page  9. 
While  we  don't  pretend  that  an  R-squared 
statistic  of  0.66  indicates  trading  results  are 
growing  at  a  precise  linear  rate  over  time,  we  do 
think  the  variability  of  trading  results  should  be 
put  in  the  context  of  the  other  ways  banks  make 
money. 

The  most  important  revenue  item  for  most  banks 
is  net  interest  income,  and,  it  is  true,  the  quarter- 
to-quarter  variability  of  net  interest  income  is 
relatively  small.  Changes  in  earning  asset 
volumes  and  interest-spread  relationships  are 
relatively  glacial.  However,  the  majority  of  most 
banks'  earning  assets  are  loans,  and  significant 
volatility  in  the  spread-banking  business  does 
show  up  in  the  loan  loss  provision.  The 
difference  between  net  interest  income  and  the 
loan  loss  provision  could  be  called  "risk-adjusted 


net  interest  income,"  and  risk-adjusted  net 
interest  income  does  exhibit  considerable 
volatility  from  quarter  to  quarter. 

On  page  2,  we've  plotted  combined  quarterly  net 
interest  income,  risk-adjusted  net  interest  income, 
and  trading  revenues  for  these  seven  money- 
center  banks  for  the  last  ten  and  a  half  years.  It 
should  be  fairly  evident  that  risk-adjusted  net 
interest  income  has  demonstrated  a  fair  amount 
of  volatility  of  its  own.  The  standard  deviation  of 
quarterly  risk-adjusted  net  interest  income  over 
the  period  1988-1993  was  almost  $1.6  bilUon, 
39%  of  the  average  level  of  quarterly  risk- 
adjusted  net  interest  income  of  just  under  $4 
billion.  In  contrast,  the  standard  deviation  of  the 
residuals  from  our  five-year  regression  of 
combined  quarterly  trading  revenues  was 
$243mm,  21%  of  the  average  level  of  quarterly 
trading  revenues  over  the  period  of  $1.1  billion. 
Arguably,  trading  revenues  have  been  less 
volatile  than  risk-adjusted  net  interest  income. 

Now  the  money-center  banks  may  be  viewed  as 
having  been  particularly  accident  prone  in  the 
1980s,  so  this  comparison  could  be  considered 
unfair.  Certainly  the  LDC  provisions  in  1987  and 
1989  loom  large  on  our  chart  of  risk-adjusted  net 
interest  income.  Still,  we  don't  think  any 
reasonably  fair  sampling  of  regional  banks  would 
have  generated  a  significantly  less  volatile  series 
of  risk-adjusted  net  interest  income  figures 
considering  the  unprecedented  number  of  bank 
failures  in  the  last  decade. 

Market  risk  from  trading  activities  has 
contributed  less  volatility  to  bottom-line  earnings 
than  has  credit  risk  from  lending  activities. 


Observation:  Trading      is      consistently 

profitable.  This  is  a  point  closely  related  to  the 
volatility  of  trading  revenues.  On  page  4,  we've 
plotted  the  actual  quarterly  trading  revenues  for 
these  seven  money-center  banks.  While  it's  a 
litde  hard  to  read  this  chart  —  quarterly  trading 
results  for  individual  banks  do  bounce  around  —  a 
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significant  fact  should  be  noted:  The  major 
trading  banks  hardly  ever  lose  money  from 
trading  activiiies.  Plotted  here  are  trading  results 
for  seven  money-center  banks  over  ten  and  a  half 
years  —  294  separate  quarterly  reports  (or  366  if 
the  data  for  Manufacturers  Hanover  and  Security 
Pacific  are  disaggregated).  In  only  four  of  those 
reports  did  a  bank  post  a  trading  loss  for  the 
quarter,  and  each  of  those  losses  was  minor. 
Three  were  posted  by  First  Chicago,  the  smallest 
of  these  seven  trading  banks;  the  other  was 
posted  by  J  P  Morgan  in  1984,  almost  ten  years 
ago. 

Certainly  these  banks  lose  money  on  individual 
trades.  And  certainly  whole  trading-product 
areas  can  generate  quarterly  losses.  J  P  Morgan 
lost  hundreds  of  millions  of  dollars  in  its 
mortgage- backed  securities  trading  over  several 
quarters  in  1992.  But  these  banks'  trading 
operations  are  sufficiently  diversified  that  losses 
in  one  area  are  almost  always  offset  by  profits  in 
others.  Unlike      a      traditional      securities 

broker/dealer,  whose  trading  would  be  dominated 
by  U.S.  equities  and  bonds,  these  commercial 
banks  trade  a  vast  array  of  different  products, 
including:  interest-rate  and  currency  swaps,  U.S. 
and  foreign  government  debt  instruments,  money- 
market  securities,  corporate  debt  securities,  LDC 
loans  and  bonds,  foreign  currencies,  equities,  and 
other  instruments.  Those  trading  activities  which 
are  dominated  by  customer-driven  transactions 
(e.g.,  Citicorp's  foreign  exchange  business)  would 
be  expected  to  be  consistently  substantially 
profitable. 


Observation:  Among  U.S.  banks,  the  trading 
business  is  highly  concentrated.  This  can  be 
seen  most  clearly  in  the  tables  on  page  6  showing 
market  share  of  trading  revenues  among  the  top 
ten  U.S.  commercial  banks.  The  largest  four 
players  accounted  for  three-quarters  of  the 
trading  revenues  earned  by  the  top  ten  trading 
banks  in  1992,  and  the  tenth-ranked  bank  earned 
only  5%  of  that  earned  by  the  top-ranked  bank. 
Virtually   the   same   characterization   could    be 


applied  to  trading  results  in  1993's  second 
quarter.  Since  investors  have  identified  J  P 
Morgan  and  Bankers  Trust  most  closely  with 
trading  and  the  derivatives  business,  it  may  come 
as  a  surprise  that  Citicorp's  trading  revenues  are 
larger  than  either  of  those  two's.  Citicorp's 
preeminence  in  part  reflects  its  dominance  in 
foreign  exchange,  itself  a  function  of  the 
company's  long-standing  overseas  presence. 
Chase  Manhattan,  BankAmerica,  and  First 
Chicago  are  clearly  in  the  second  tier,  reflecting 
in  some  cases  different  management  emphasis 
(BankAmerica)  and  in  others  simply  belated 
development  (Chase  Manhattan). 

On  page  4,  we've  plotted  a  four-quarter  moving 
average  of  the  seven  major  trading  banks' 
quarterly  trading  results.  With  some  of  the 
quarter-to-quarter  volatility  smoothed  out, 
changes  in  market  position  can  be  seen  clearly. 
Citicorp's  long-standing  dominance  is  clear  as  are 
the  surges  in  J  P  Morgan's  and  Bankers  Trust's 
trading  revenues  in  the  early  1990s.  Also  evident 
is  Chemical  Banking's  move  over  the  last  three 
years  from  the  second  tier  towards  the  first. 


Observation:  Trading  volatility  varies 
significantly  among  different  banks.  Those 
baiiks  whose  trading  results  are  less  volatile  are 
most  likely  less  involved  in  proprietary  position- 
taking  than  in  customer-driven  activities.  Less 
volatile  results  may  also  indicate  a  broader  range 
of  instruments  traded.  StabiUty  of  trading 
revenues  over  time  also  suggests  that 
sophisticated  risk-management  processes  are  in 
place  and  are  being  followed. 

On  page  8,  we  have  plotted  actual  quarterly 
trading  results,  a  ten-year  regression  line,  and  a 
five-year  regression  line  for  each  of  these  seven 
banks.  R-squared  statistics  for  the  ten-  and  five- 
year  regressions  are  shown  below.  Of  these 
seven  banks,  Chemical  Banking  has  had  the  most 
stable  trading  performance;  its  regression  lines 
actually  have  higher  R-squared  statistics  tiian  do 
those    for    the    combined    group.       All    these 
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regression  lines  meet  statistical  tests  of 
significance  (i.e.,  there  is  a  real  track  record  of 
growing  trading  revenues  over  time)  with  the 
exception  of  the  five-year  regressions  for  Chase 
Manhattan  and  First  Chicago.  The  five-year 
regression  for  BankAmerica  is  also  not 
statistically  strong. 


R-SQUARED 

STATISTICS 

10-Year 

5-year 

Chemical  Banking 

0.84  . 

0.69 

J  P  Morgan 

0.69 

0.60 

Citicorp 

0.69 

0.54 

BankAmerica 

0.68 

0.28 

Bankers  Trust 

0.65 

0.47 

Chase  Manhattan 

0.55 

0.17 

First  Chicago 

0.50 

0.12 

Combined 

0.82 

0.66 

Bankers  Trust's  five-year  regression  R-squared  is 
much  stronger  (0.64)  if  net  interest  income  is 
taken  into  account.  Since  two-thirds  of  Bankers' 
balance  sheet  is  made  up  of  trading-related  assets, 
and  the  company  does  engage  in  trading 
strategies  whose  benefits  show  up  as  net  interest 
income  rather  than  as  trading  revenues,  this 
adjustment  seems  entirely  reasonable. 


either  investors'  belief  that  banks'  growth 
prospects  are  less  bright  than  other  companies'  or 
investors'  concern  that  banks  are  riskier  than 
other  companies.  That  risk  in  most  cases  would 
be  credit  risk. 

The  trading  banks'  stocks  typically  trade  at  a 
price/earnings  multiple  discount  to  the  average 
bank  stock,  implying  that  as  much  concern  as 
investors  have  about  growth  or  risk  for  most 
banks,  they  have  more  concern  for  the  trading 
banks.  While  it  is  difficult  to  disaggregate 
investors'  views  about  trading  from  other  aspects 
of  bank  performance,  to  the  extent  this  is  true,  we 
believe  it  represents  a  misunderstanding  of  the 
major  trading  banks'  business. 

The  rapid  growth  in  trading  revenues  over  the 
last  several  years  is  likely  to  continue  (though 
we're  reluctant  to  use  first  half  1993  results  as  a 
baseline  for  that  growth).  The  factors  which 
have  spurred  growth  in  trading  revenues  over  the 
last  decade  —  the  growth  of  the  derivatives 
market  and  an  increase  in  the  range  of  tradeable 
instruments,  coupled  with  banks'  increased 
commitment  to  the  business  —  are  likely  to  lead 
to  further  growth  in  the  next  decade.  While 
investors  are  correct  to  discount  earnings  derived 
from  trading  activities  for  volatility,  allowance 
should  also  be  made  for  the  rapid  growth  that 
trading  revenues  have  had  and  are  likely  to 
experience. 


There  is  a  rough  correlation  between  the  size  and 
stability  of  a  bank's  trading  revenues.  This  is 
logical  since  the  broader  a  bank's  trading 
franchise  -  by  customer,  product,  and  geography 
—  the  more  often  weak  results  in  one  area  will  be 
balanced  out  by  strong  results  elsewhere.  At  the 
same  time,  only  the  largest  players  are  capable  of 
successfully  trading  a  broad  set  of  products  with 
a  large  number  of  customers. 


It  should  be  kept  in  mind  that  trading  losses  have 
never  led  to  a  bottom-line  loss  for  any  of  the 
major  trading  banks.  The  same  cannot  be  said 
about  credit  losses. 

Finally,  investors  should  distinguish  those  banks' 
whose  trading  results  are  comparatively  stable 
over  the  long  term;  such  banks  deserve  higher 
valuations. 


Conclusions  for  Investors:  Bank  stocks 
typically  trade  at  a  price/eamings  multiple 
discount  to  the  general  stock  market,  reflecting 


David  S.  Berry 
Director  of  Research 
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Mr.  Clifford  Griep 
Executive  Managing  Director 
Standard  and  Poor's  Ratings  Group 
25  Broadway,  22nd  Floor 
New  York,  NY   10004 

Dear  Mr.  Griep: 

On  October  28,  1993  at  10:00  a.m.  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  on  the  safety  and 
soundness  issues  associated  with  bank  derivatives  activities.  You 
are  invited  to  testify  at  this  hearing. 

So  that  the  Committee  can  better  understand  the  risks 
associated  with  bank  derivative  activities,  please  prepare  written 
remarks  that  address  the  following  issues. 

1.  How  has  the  increased  derivative  activity  of  financial 
institutions  affected  their  financial  condition?  their  credit 
rating? 

2.  Please  describe  how  the  derivative  activity  of  financial 
institutions  has  changed  in  the  past  ten  years.  How  important 
has  profits  from  derivative  activity  become  to  financial 
institutions? 

3.  Is  the  financial  reporting  of  bank  derivative  activities 
adequate?   What  additional  information  should  be  disclosed? 

4.'  How  would  marking-to-market  of  bank's  derivative  products 
affect  bank  financial  conditions? 

5.  Are  capital  standards  adequate  to  take  into  account  all  types 
of  risk,  including  credit  and  market  risk,  for  banks  that 
engage  in  selling  derivative  products? 

6.  In  evaluating  a  bank's  derivative  activities,  is  it  possible 
to  distinguish  between  speculative  and  non-speculative 
activities? 


7.    In  light  of  Standard  &  Poor's  decision  not  to  develop  new 
ratings  to  cover  hybrid  derivative  products,  please  discuss 
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the  difficulties  in  placing  a  value  on  these  products. 

PleasflPftfel  free  to  address  any  other  issues  that  will  shed 
light  on  ^^ur  organization's  efforts  to  monitor  and  value 
derivative  products. 

You  will  be  given  approximately  five  minutes  to  summarize  your 
written  remarks  for  the  Committee.  Banking  Committee  rules  require 
that  two  hundred  copies  of  your  written  testimony  be  delivered  to 
Room  2129,  Rayburn  House  Office  Building,  Washington,  D.C.  20515 
no  later  than  the  close  of  business  October  26,  1993. 


Thank  you  for  your  cooperati 
to  your  testimony. 


on. 


The  Committee  looks  forward 


Chairman 


HBG : mpc 
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STATEMENT  OF 

CUFFORD  M.  GRJEP 

EXECUTIVE  MANAGING  DIRECTOR 

STANDARD  &  POOR'S  RATINGS  GROUP 

b^ore  the 

COMMTTTEE  ON  BANKING,  FINANCE  &  URBAN  AFFAIRS 
U.S.  House  of  Representatives 

October  28,  1993 


Mr.  Chairman  and  Members  of  the  Committee,  I  am  Clifford  Griep,  Executive 
Managing  Director  at  Standard  &  Poor's  Ratings  Group  and  head  of  the  financial 
institutions  department.  I  am  happy  to  be  here  at  the  request  of  the  Committee  to  discuss 
the  implications  of  derivatives  on  the  creditworthiness  of  U.S.  banks. 

This  is  an  area  of  considerable  interest  to  S&P,  and  to  the  credit  community 
generally.    Our  focus  in  this  area  has  been  concentrated  primarily  on  those  banks  and 
brokers  that  have  established  or  are  in  the  process  of  establishing  a  dealer  capability  in 
derivatives.    These  firms  generally  serve  as  intermediaries  in  risk  management  instruments. 
As  a  consequence,  they  tend  to  have  significant  market  making  and  trading  activity  in 
derivatives,  and  maintain  sizeable  derivative  exposures. 

In  the  course  of  its  ratings  activities,  S&P  has  reviewed  and  studied  the  derivative 
market  as  it  has  evolved.    Consequently,  we  have  concluded  that  derivatives  are  a  useful 
tool  in  supporting  risk  management.   In  existence  for  many  years,  derivatives  clearly  add  a 
component  of  risk,  but  S&P  believes  that  the  incremental  risk  can  be  managed  effectively 
and  is  not  inconsistent  with  high  ratings.   However,  some  institutions,  financial  and 
corporate,  may  be  more  adept  and  knowledgeable  at  managing  derivative  risk  than  their 
counterparts. 

To  the  degree  that  the  derivative  business  must  inherently  carry  greater  risk,  S&P 
supports  greater  disclosure  and  regulatory  oversight  as  necessary  and  beneficial.    Under 
current  regulatory  and  SEC  financial  disclosure  requirements,  these  businesses  are 
somewhat  opaque.    They  permit  observers  to  gauge  general  levels  of  activity,  and  the 
general  risk  profiles  of  derivative  activities.   However,  in  meeting  existing  disclosure 
requirement,  as  describer  later  in  my  testimony,  few  dealers  have  provided  sufficient 
distinctions  to  gauge  relative  risk  by  product.   S&P  believes  there  is  some  danger  here  for 
mqjor  dealers,  in  that  given  their  required  access  to  funding  and  capital  markets,  need  to 
shed  any  mysteries  which  might  be  negatively  viewed  in  times  of  economic  stress. 
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In  reviewing  the  brokers  and  banks  with  an  active  derivative  business,  S&P  finds 
that,  at  present,  this  is  a  fairly  concentrated  group.   Combined,  these  institutions  represent 
a  material  share  of  the  over  the  counter  derivatives  activity.    The  mtyority  of  my  comments 
reflect  our  observations  on  these  companies.   Secondarily,  but  also  important,  we  have 
focused  increased  attention  on  banks,  along  with  all  rated  entities,  as  end  users  of 
derivatives.    The  use  of  derivative  instruments  in  some  aspect  of  risk  management  is 
increasingly  common,  and  ther^ore  the  management  of  the  use  of  these  instruments  is 
becoming  increasingly  important  as  a  component  of  creditworthiness.    Generally, 
derivatives  are  used  by  these  banks  in  tactical  portfolio  management,  asset  liability 
management  or  to  control  interest  rate  sensitivity.    There  is  a  wide  disparity  in  tactics  and 
some  differences  in  risk  appetite  reflected  in  the  use  of  derivatives  by  this  group. 

S&P  believes  that  the  rapid  growth  of  the  over  the  counter  derivatives  market  has 
added  to  systemic  risk  in  the  U.S.  and  global  banking  system.    The  creditworthiness  of  the 
mqfor  dealers  in  this  market  has  become  increasingly  important  as  the  industry's  exposure 
to  these  firms  has  increased.   However,  systemic  risk  is  not  specific  to  derivatives.    That  is, 
the  banidng  industry's  shared  exposure  to  some  dimension  of  market  risk  or  the  heightened 
vulnerability  the  payment  system  or  financial  sector  has  to  counterparty  failure  does  not 
arise  solely  from  derivatives.   Derivatives  are  one  of  several  interbank  exposures  which 
heighten  this  risk.   Systemic  risk  is,  to  a  large  extent,  unavoidable.   It  is  a  consequence  of 
an  increasingly  concentrated  system  of  financial  intermediation  and  the  increasing 
integration  of  financial  markets.    In  such  a  system  the  credit  of  the  key  players  becomes 
more  important.    The  fact  that  derivatives  renews  the  focus  of  managements  and 
regulators  on  systemic  risk  is  positive.   Moreover,  we  view  the  management  of  systemic  risk 
as  a  cooperative  effort,  with  regulatory  and  government  policy  being  central  to  the  task. 

S&P  has  not,  to  date,  lowered  the  ratings  of  any  mqjor  U.S.  banks  as  a  result  of 
these  banks  conducting  a  derivative  dealer  operation.    While  these  activities  have  altered 
and  heightened  the  risk  profile  of  these  institutions,  the  risks  have  been  mitigated  by 
strengthening  capital,  improved  earnings  and  profitability,  enhanced  market  position  in  a 
consolidating  industry  and  a  declining  risk  profile  in  other  operations,  notably  lending. 

Our  review  of  the  derivatives  operations  at  the  mqfor  institutions  concluded  that  the 
company  specific  risks  of  operating  a  derivatives  dealing  operation  are  largely  measurable 
and  manageable,  provided  sitfficient  management  caution  and  control  are  exercised. 
Caution  is  in  order,  because  derivatives  are  evolving  too  fast  for  us  to  have  complete 
confidence  that  everyone  fully  understands  how  these  instruments  will  behave  in  all  market 
conditions.    Control  is  necessary,  because  the  risk  management  systems  needed  to  monitor 
and  measure  derivatives  exposure  require  close  management  scrutiny. 
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The  strengths  of  these  operations  at  the  large  dealer  banks  include  the  strategic  JU 
with  their  existing  business  mix,  the  relatively  strong  profit  margins  in  derivative 
operations,  the  geographic,  product,  and  market  diversity  in  the  revenue  base  achieved  by 
Ote  largest  firms,  the  reasonably  tight  credit  standards  that  have  been  maintained  thus  far, 
and  improving  risk  management  capability.    These  are  somewhat  offset  by  some  current 
weakness  in  risk  measurement  systems,  lack  of  standardized  accounting  and  pricing 
practices,  absence  of  adequate  disclosure  given  the  complexity  of  the  business,  and  rapid 
growth  and  complexity  making  management  control  more  challenging. 

Banks  and  investment  banks  that  have  established  derivatives  dealing  capability  have 
profited  significantly  from  the  development  of  the  derivatives  market.   A  few  dealers  derive 
between  20%  to  25%  of  their  earnings  from  their  derivative  activities,  although  current 
financial  reporting  makes  these  determinations  difficult.   For  others  the  profit  contribution 
is  lower,  in  the  range  of  5%  to  15%. 

To  date  these  benefits  have  accrued  to  those  institutions  that  have  had  an  early  and 
consistent  strategic  focus  on  building  a  global  dealer  capability  in  risk  management 
instruments.   Success  to  date  has  required  strong  product  development  capabilities, 
excellent  risk  management  and  control  systems,  and  consistent,  high  credit  quality.   In 
fact,  the  firms  with  this  strategic  focus  and  superior  risk  management  discipline  have  been 
advantaged  in  the  recent  environment.   A  derivative  capability  became  an  increasing 
strategic  necessity  to  support  the  growth  and  global  expansion  of  the  lending,  underwriting 
and  trading  businesses,  while  being  of  tactical  value  in  asset  liability  management, 
currency  risk  management  cmd  funding.   For  dealer  banks  this  business  has,  in  part, 
replaced  the  more  traditional  and  less  profitable  intermediation  business.  For  most  dealer 
banks,  OTC  derivative  operations  are  relatively  new.  The  dramatic  growth  of  the  business 
over  the  last  10  years  has  been  prompted  by  the  increased  need  for  risk  management 
products  among  their  traditional  customer  base.    This  need  resulted  from  the  increased 
exposure  of  business  enterprises  to  volatility  of  interest  rates,  exchange  rates,  and 
commodity  and  equity  prices. 

For  those  firms  with  an  established  presence  the  maintenance  of  a  sizable  book  and 
dealer  capability  has  created  some  inventory  and  information  advantages  which,  in  turn, 
often  provide  trading  advantages.    We  view  the  advantages  enjoyed  by  the  nuyor  firms  in 
this  business  as  sustainable  over  the  intermediate  term.   However,  we  expect  increasing 
and  material  competitive  pressure  from  foreign  as  well  as  domestic  institutions,  and 
consequently  we  expect  diminished  profitability  for  all  participants  over  the  longer  term. 
Profit  margins  have  been  narrowing  in  relatively  mature  derivative  instruments  like, 
interest  rate  swaps,  and  tend  to  narrow  generally  over  the  product  life  cycles.    This  is  a 
prospectively  negative  credit  factor  for  these  large  dealers. 
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Jlte  bulk  of  the  profit  for  the  mqjor  bank  dealers  comes  from  interest  rate  and 
currency  swap  and  option  activity,  although  for  m^jor  players,  the  revenue  stream  is 
increasingly  diversified  by  product,  market  and  geography.   Profits  have  also  come  to  those 
able  to  build  a  meaningful  dealer  presence  early  in  the  prc<1uct  life  cycle  when  providers 
and  supply  of  product  are  limited,  the  value  added  is  unique,  and  the  market  is  pricing 
inefficiently.   Earnings  quality  varies  considerably  from  firm  to  firm  as  accounting 
policies,  pricing,  reserve  or  holdbacks,  and  mark  to  market  capability  and  control  all  vary, 
as  does  the  proportion  of  customer  versus  speculative  earnings. 

As  a  general  matter,  it  is  difficult  to  distinguish  between  speculative  and  non 
speculative  activities.   It  is  impossible  from  public  disclosure,  and  difficult  even  in  the 
confidential  dialogues  we  hold  with  managements.  Analytically,  we  attempt  to  distinguish 
proprietary  trading  activity,  or  those  securities  or  derivative  positions  held  speculatively  on 
behalf  of  the  bank,  and  the  profits  and  losses  thereof,  from  customer  driven  activity,  in 
which  a  position  is  held  in  a  routine  fulfillment  of  customer  need.   Both  activities  entail 
risk.   Analytically,  S&P  regards  the  earnings  from  proprietary  activities  to  be  of  lower 
quality  than  earnings  from  customer  driven  activities.    This  reflects  the  relative  volatility  of 
proprietary  trading  results.   As  a  general  matter,  most  of  the  current  earnings  are  driven 
by  customer  activity,  although  proprietary  trading  activity  for  this  set  of  dealer  companies 
has  increased. 

Earnings  from  derivative  dealing  activities  are  largely  diversified  and  largely 
customer  driven.   Earnings  from  proprietary  trading  activities  have  been,  and  are  expected 
to  be  more  volatile.  Attempts  shown  to  us  by  various  dealers  to  break  out  the  earnings 
from  derivatives  indicate  that  those  earnings  are  stable  and  are  more  driven  by  the  volume 
of  business  than  by  positioning  the  book  to  profit  from  rate  changes  in  the  markets.    This 
speaks  to  the  fact  that  the  derivative  dealing  team  is  not  charged  with  making  trading  gains 
but  rather  intends  to  run  the  portfolio  more  or  less  rruUched,  or  hedged.   Any  mismatches 
may  be  inadvertent  or  temporary.    Trading  gains  may  be  made,  however,  elsewhere  in  the 
firm  using  derivatives.    Derivatives  in  that  case  represent  only  additional  choices  in  an 
array  of  instruments  traders  may  select  to  take  their  desired  positions. 

S&P  has  similarly  not  lowered  the  ratings  of  any  banks  solely,  or  primarily  as  a 
result  of  their  use  of  derivatives  in  portfolio  or  asset  liability  management.    S&P  views 
derivatives  as  one  of  several  means  by  which  a  management  can  alter  the  risk  profile  of  its 
institution,  specifically  in  changing  its  sensitivity  to  movements  in  interest  rates. 
Denvatives,  particularly  interest  rate  swaps,  and  other  interest  rate  products,  such  as  caps, 
collars,  floors,  and  some  futures  and  options  are  used  in  this  regard,  and  that  usage  is 
increasingly  common.   Importantly,  the  use  of  these  instruments  can  either  reduce  or 
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increase  the  risk  of  the  institution,  dependent  upon  intent  and  the  capability  of 
management.   Importantly,  the  risk  management  capability  of  end  users  varies 
significantly.    The  complicated  and  volatile  nature  of  some  derivative  instruments  increase 
the  probability  that  a  less  sophisticated  or  less  capable  management  may  use  derivatives  in 
a  way  that  materially  heightens  the  risk  profile  of  their  bank.  Avoidance  of  these  potential 
problems  will  depend  upon  adequate  reporting  and  examination  procedures.    It  should  be 
noted  that  the  recent  and  current  yield  curve  environment  has  afforded  bank  managements 
the  opportunity  to  position  their  institutions  interest  rate  sensitivity  more  aggressively. 
Aggressive  or  more  speculative  position  taking,  or  the  absence  of  adequate  risk 
measurement  or  management  capabilities,  both  of  which  could  expose  depositors  and 
bondholders  to  increased  risks,  generally  result  in  lower  ratings. 

Let  me  now  briefly  cover  the  risks  inherent  in  this  business,  and  how  risks  are  being 
managed,  and  S&P's  concerns. 

First,  these  businesses  are  complicated  andfairiy  opaque.   Current  bank  regulatory 
and  SEC  financial  disclosure  requirements  are  not  sufficient  to  fully  or  precisely  convey 
the  risk  profiles  of  derivative  trading  activities.    They  are  siiffident  to  gauge  general 
activity  level,  and  the  general  risk  profile  of  derivatives  activities.    Current  bank  regulatory 
disclosure  requires  quarteriy  reporting  on  notional  or  contract  amounts  on  a  variety  of 
interest  rate,  foreign  exchange,  and  commodity  contracts,  and  some  replacement  cost, 
maturity,  and  counterparty  credit  quality  information.    While  current  bank  regulatory 
disclosure  requirements  exceed  SEC  requirements,  the  replacement  cost,  maturity,  and 
counterparty  ir\formation  only  broadly  differentiates  interest  rate  from  foreign  exchange 
products.    FASB  105  requires  on  cm  annual  basis,  disclosure  of  both  a  contract/notional 
amount  and  an  associated  credit  risk  amount  determined  either  by  the  replacement  value  of 
contracts  in  a  given  position,  in  the  case  of  interest  rate,  foreign  exchange,  and  other 
contracts;  or  the  actual  contract  amount,  in  the  case  of  forward  or  written  put  option 
contracts  on  debt  securities.    This  is  constructive,  and  S&P  concurs  that  the  replacement 
value,  which  is  generally  a  small  fraction  of  the  notional  amount,  is  a  more  accurate 
measure  of  risk  then  the  notional  amounts  of  derivative  contracts.   However,  in  meeting 
this  disclosure  requirement,  few  dealer  institutions  have  provided  sufficient  product 
distinctions  to  gauge  relative  risk  by  product. 

We  think  that  there  is  some  danger  in  this  for  mqjor  dealers  who,  given  their 
required  access  to  the  funding  and  capital  markets,  need  to  shed  any  mysteries  which  might 
be  negatively  interpreted  in  times  of  economic  stress  or  severe  market  disruption,  such  as 
the  of  stock  market  crash.  Therefore  operating  a  substantial  derivatives  book,  without  the 
work  associated  with  disclosure,  materially  heightens  liquidity  risks  for  individual 
institutions. 
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There  are  no  standard  or  uniform  methodologies  for  reporting  income  derived  from 
derivative  activities.   In  general,  income  recognition  varies  depending  upon  valuation 
methodologies  used.    These  are  described  in  the  attached  article.   Some  methodologies 
d^er  a  much  greater  portion  of  income  into  the  future  than  others  by  creating  substantial 
holdbacks  or  reserves.    Such  differences  render  comparisons  of  income  statements  and 
balance  sheets  of  these  business  lines  among  dealers  very  difficult. 

Marking  derivative  exposures  to  market  would  not  affect  the  banks  financial 
condition,  or  its  creditworthiness.   Mqjor  U.S.  dealers  use  mark  to  market  rather  than 
accrual  accounting.   But  it  is  important  to  note  that  public  quotes  do  not  exist  for  some 
types  of  derivative  contracts,  particularly  the  esoteric  ones.   In  some  cases,  prices  can  be 
derived  from  publicly  quoted  swap  curves.   In  others,  valuation  methodologies  or  formulas 
are  applied.    There  is  no  standardization  of  valuation  methodologies.    Consequently, 
computed  prices  can  vary  greatly  depending  upon  the  assumptions  used.    This  could  result 
in  some  contracts  being  mispriced  and  subject  to  revaluation.    While  normally  a  mark  to 
market  provides  meaningful  discipline  and  reliable  disclosure,  the  arcane  nature  of 
derivatives,  wide  bid-ask  spreads,  in  some  instances  shallow  and  illiquid  markets,  the 
uncertainty  related  to  complex  hedging  and  rebalancing  requirements,  and  the  discretion 
qfforded  by  probability  and  volatility  based  valuation,  causes  us  to  retain  some  skepticism 
in  this  area. 

Based  on  our  dialogues  with  managements  and  our  own  efforts  to  collect 
information  on  these  exposures  we  recognize  the  material  challenges  confronting  the 
financial  services  industry  in  areas  of  both  disclosure  and  the  development  of  supporting 
internal  management  information  systems.    However,  S&P  believes  that  greater  product 
distinction  of  both  notional,  and  especially,  replacement  value  amounts,  as  well  as  a 
greater  differentiation  by  maturity,  would  benefit  the  credit  communities  understaruiing  of 
the  risk  profile  of  these  operations.   Similariy,  we  believe  that  greater  disclosure  could  be 
achieved  through  increased  standardization  of  market  valuation  accounting,  holdback  or 
reserve,  and  income  recognition  practices,  and  greater  product  or  business  line  revenue 
disclosure.    We  are  encouraged  by  the  increased  attention  this  issue  is  getting  from  mtyor 
bank  dealers. 

Within  the  banks,  risk  is  measured  and  managed  through  fairiy  complex,  and 
sophisticated  risk  management  systems.    These  risk  models  need  to  work  effectively  in 
order  for  companies  to  correctly  price  credit  and  market  risk,  and  correctly  allocate  capital. 
Therefore  the  assumptions  on  which  they  are  based  must  be  sound,  and  frequently 
reevaluated. 

On  the  whole,  the  systems  we  have  reviewed  at  major  participants  do  an  adequate 
job  defining,  measuring,  and  tracking  risk.   It  should  be  noted  that  the  significant  dealer 
operations  are  conducted  by  a  relatively  small  number  affirms  with  relatively  strong  risk 
management  capabilities.    There  are  some  differences  in  risk  management  capability 
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among  bank  dealers  and  material  differences  in  these  capabilities  among  all  firms  engaged 
in  derivative  activities.    Given  the  volatile  nature  of  these  businesses,  S&P  believes  that  the 
relatively  infrequent  occurrence  of  material  problems  generally  r^cts  positively  on 
industry  participants  risk  management  capabilities.   However,  these  systems  do  evidence 
ongoing  measurement  and  control  problems  endemic  of  a  complex  and  rapidly  growing 
business.   Also  S&P  fully  expects  that  dealer  institutions  may  occasionally  have  credit  and 
trading  losses  related  to  derivatives.    We  expect  these  losses  to  be  of  manageable 
proportions  within  the  context  of  the  firms  overall  risk  profile  and  ratings. 

Credit  risk  for  derivatives  entails  two  components,  the  probability  of  counterparty 
default,  and  the  market  value  or  replacement  cost  of  the  defaulted  contract  at  the  time  of 
default.    Ther^ore,  credit  risk  or  exposure  varies  not  only   with  the  credit  characteristics 
of  the  counterparty  book,  but  with  the  value  of  contracts.    That  value  fluctuates  in 
response  to  the  volatility  ofunderiying  market  factors  depending  upon  the  type  of  derivative 
contract.    This  makes  potential  exposure  difficult  to  measure,  and  has  universally 
heightened  awareness  of,  sensitivity  to,  and  management  of  counterparty  risk. 

Overall,  the  business  has  shifted  materially  from  exchange  traded  to  over  the 
counter  contracts,  increasing  credit  exposure  for  all  participants  and  increasing  exposure 
among  or  between  the  nugor  dealers.   S&P  believes  that  exchanges  or  their  corresponding 
clearinghouses,  although  they  are  not  rated  and  may  have  substantively  different  risk 
profiles,  are  generally  higher  quality  and  more  stable  credits  than  private  institutions. 
Other  then  exposures  to  clearing  corporations  and  exchanges,  we  have  not  seen 
concentrations  of  exposure  in  the  derivative  books  that  exceed  the  amounts  in  the  interbank 
deposit  or  lending  portfolios.   Moreover,  to  the  extent  the  growth  of  these  businesses 
creates  concentrations  in  counterparty  exposure  this  risk  can  be  mitigated  by  netting, 
collateral,  or  margining  agreements.    Therefore  legal  and  regulatory  recognition  and 
support  for  these  arrangements  is  essential.    Overall,  a  reasonably  high  level  of  credit 
quality  has  been  maintained.  Counterparties  are  predominantly  investment  grade,  with  only 
modest  speculative  grade  exposure.   Consequently  counterparty  defaults,  while  increasing, 
have  been  minimal  to  date.    The  legal  uncertainties  regarding  the  enforceability  of 
contracts  has  also  heightened  and  complicated  questions  of  counterparty  default  exposure, 
and  has  motivated  a  greater  scrutiny  of  enforceability  of  derivative  contracts  against  several 
types  of  end  users. 

The  tenor  or  maturity  structure  of  the  exposure  varies  by  product,  but  in  total,  the 
derivatives  book  has  tended  to  be  relatively  short  with  average  2  to  4  year  maturity,  or  2 
years  or  less  if  forwards  are  included,  and  this  has  also  tended  to  moderate  credit 
exposure.   Longer  maturity  derivative  contracts  such  as  interest  rate,  and  to  a  lesser  extent 
currency  swaps,  have  been  mostly  high  quality  counterparties.    S&P  estimates  that,  in  a 
normal  operating  environment  the  cumulative  default  rate  of  a  bank  dealers  derivative 
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counterparty  book,  based  on  current  credit  quality  and  maturity  structure,  is  approximately 
1%.    This  is  well  below  the  expected  cumulative  default  rate  of  the  traditional  loan  book. 
However,  S&P  also  expects  that  some  dealers  will  extend  downmarket  for  business,  and 
extend  the  maturity  structure  of  the  book.   Both  will  increase  risk. 

Determining  potential  exposure  due  to  d^aults  is  more  problematic,  but  dealers  risk 
measurement  systems  are  generally  improving  in  this  area.    While  a  dealer's  probable  loss 
is  limited  to  the  replacement  value  of  a  defaulted  contract,  the  replacement  value  changes. 
Dealers  typically  model  the  potential  increase  in  value  of  derivatives  contracts,  and  hence 
exposure,  based  on  the  historical  volatility  of  underlying  interest,  currency,  or  commodity 
rates.   For  most  institutions  the  maximum  exposure  has  been  based  on  a  index  or  rate 
movement,  consistent  with  but  not  greater  than  the  historical  experience  over  a  relatively 
short  time  period.    There  is  variability  in  assumptions  and  statistical  technique  and  S&.P 
reviews  and  compares  these  assumptions  from  firm  to  firm.   In  most  firms,  exposure 
measurement  has  captured  a  normal  operating  environment,  stressed  only  to  historical 
levels  of  volatility.   Such  exposure  measurement  systems  are  therefore  useful  in  defining 
risk  in  most  operating  environments.   However,  most  exposure  measurement  does  not 
capture  a  sudden,  or  sharp  derivation  from  historical  occurrences.   Also  to  the  extent  that 
modeling  is  intended  to  measure  value,  and  hence  exposure,  only  some  systems  adjust 
value  for  market  liquidity  considerations. 

In  determining  broader  or  firm  exposure  limits,  most  dealers  cite  a  portfolio  effect 
and  some  recognize  it  in  their  risk  models.    The  portfolio  effect  relies  on  the  negative 
correlation  between  undeHying  rates  or  indices  on  which  the  value  of  derivative  products 
are  based.    Dealers  have  varying  abilities  to  simulate  this  portfolio  effect,  but  due  to  the 
compounding  of  the  assumptions  required  to  calculate  the  effects,  accuracy  is  questionable. 
S&P  tends  to  focus  on  potential  exposure  independent  of  portfolio  effects. 

While  the  risk  management  models  ofmqfor  dealers  are  useful,  they  are  often  not 
fully  integrated  into  the  operations.    That  is,  they  are  used  as  a  control  tool  rather  than  a 
line  management  tool.    Therefore,  they  capture  risk  ctfter  the  transaction,  not  before. 
Consequently,  they  are  not  controlling  pricing  decisions. 

Second,  the  risk  models  may  be  isolated,  applicable  to  a  single  product,  or  business 
unit,  but  not  well  integrated.   Such  systems  will  not  be  ^fective  in  aggregating  exposure 
firm  wide. 

The  long  term  and  volatile  nature  of  these  exposures  heightens  the  importance  of 
accounting  and  operations  control  in  these  businesses.   Moreover,  given  the  heightened 
importance  of  control,  control  weaknesses  will  become  much  more  meaningful  credit 
criteria  in  the  future.    This  comes  at  a  time  when  it  is  already  increasingly  dtfficuUfor 
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some  of  these  firms  to  convey  the  basis  of  their  credit  strength  to  the  maricets  due  to  the 
complexity  of  their  operation. 

S&P  regards  regulatory  effort  to  capture  credit  and  market  related  derivative  risk  in 
bank  capital  requirements  as  ongoing.   S&P  regards  the  current  regulatory  requirements 
and  initiatives  as  constructive  and  broadly  applicable.    The  level  of  required  capital  as 
suggested  by  regulation  currently  in  place  is  fairly  close  to  our  own  estimates  of 
capital  for  a  bank  dealer  of  average  credit  quality.  As  described  in  the  attached  exhibits, 
S&P  has  estimated  the  capital  needs  resulting  from  derivatives  dealing  operation  by  a 
methodology  which  stresses  counterparty  default  probabilities  and  contract  replacement 
values.    The  capital  need  suggested  by  this  is  roughly  approximate  to  the  Basel 
requirements.     The  proposed  market  risk  capital  requirements  will  add  somewhat  to  levels 
of  protection  already  required,  but  we  have  not,  to  date,  estimated  the  increase.   Generally, 
S&P  supports  regulatory  effort  to  capture  market  risk  in  its  capital  requirements. 

As  I  mentioned  earlier,  we  believe  that  the  internal  capital  allocation  to  these 
businesses  by  most  dealers  is  relatively  low  given  the  potential  for  market  disruptions,  and 
the  measurement  and  management  challenges.   For  most  institutions,  the  perception  of  risk 
and  measurement  of  capital  need  has  been  somewhat  below  Basel  requirements  or  our  own 
assessment. 

S&P  has  commented  that  the  regulatory  risk  adjusted  capital  guidelines  are 
necessarily  and  appropriately  broad,  because  they  cover  all,  or  most,  banks.   Because  they 
are  broad  they  may  not  capture  differences  in  risk  profiles  of  individual  institutions. 
Measurement  of  derivative  exposure  or  replacement  cost  are  similarly  general  in  that  they 
do  not  reflect  the  individual  credit  characteristics  of  a  banks  counterparty  book,  nor  do 
they  stress  exposure  to  even  a  historically  worst  case  stress  level  of  replacement  value. 

In  conclusion,  I'd  like  to  reiterate  S&P's  major  observations  to  date  on  the  issues 
related  to  banks  involvement  in  the  derivatives  markets.    First,  the  growth  of  the  overall 
derivatives  market  has  been  beneficial.    These  instruments,  while  they  can  be  used 
speculatively,  have  been  primarily  used  to  manage  risk  in  financial  markets.    Second,  a 
small  number  of  major  U.S.  banks  are  dominant  players  in  the  over  the  counter  derivatives 
market.    Their  derivative  operations  are  consistent  with  the  strategic  purpose  of  a  bank  or 
broker,  that  is,  the  intermediation  of  risk.   Most  derivative  related  exposure  and  profit  at 
these  dealer  banks  is  customer  driven,  although  all  use  derivatives  in  proprietary  trading 
activities  as  well.    Third,  the  risks  of  derivative  activities  at  dealer  banks  are  significant, 
and  there  are  certainly  challenges  related  to  managing,  monitoring,  and  disclosing  those 
risks.   But  S&P  believes  those  risks  are  not  disproportionate  to  other  banking  risks  and  can 
be  effectively  managed,  provided  appropriate  caution  and  control  are  exercised.    Therefore, 
a  derivatives  dealing  operation  and  a  moderate  level  of  proprietary  trading  activity  are  not 
inconsistent  with  high  ratings  or  strong  creditworthiness.    While  derivatives  operations  at 
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nuyor  dealers  has  attend  and  heightened  the  risk  profile  of  these  institutions,  the  risk  has 
been  mitigated  to  date  by  strengthening  capital,  improved  earnings  and  profitability, 
enhanced  market  position  in  a  consolidating  industry,  and  a  declining  risk  profile  in  other 
operations,  notably  lending.  At  present,  derivatives  operations  are  very  profitable,  while  we 
expect  increasing  competition  to  put  pressure  on  profit  margins,  we  believe  firms  with 
esuiblished  operations  have  advantages  which  are  sustaiiuxble  in  the  intermediate  term.    We 
have  not  lowered  ratings  on  any  bank  derivative  dealer  as  a  result  of  derivative  operations. 
However,  an  erosion  of  counterparty  credit  quality  resulting  from  competitively  driven 
tiering  downmarket,  a  material  shift  **>  proprietary  or  speculative  trading  activity  from 
customer  driven  business,  a  more  dramatic  erosion  of  profit  margins  then  we  currently 
anticipate  would  be  negative  credit  factors. 

Fourth,  the  risk  management  systems  of  the  mqfor  dealers  show  steady  improvement 
over  the  longer  term  and  largely  capture  the  risks  of  dealing  in  derivative  instruments. 
However,  the  pace  of  innovation  and  market  growth  is  straining  management  information 
arid  risk  ma/uigement  systems.    The  amount  of  management  focus  in  these  areas  is  positive 
and  appropriate. 

Fifth,  banks  also  participate  in  the  derivatives  markets  as  end  users  largely  in  asset 
liability  management,  or  marmging  the  banks  exposure  to  changes  in  irOerest  rates.   S&P 
views  derivatives  as  one  of  several  tactical  means  by  which  a  management  can  control  the 
banks  risk  profile.    WhUe  end  users  vary  broadly  in  terms  of  their  risk  appetites  and  their 
capability  to  maruige  risks,  we  have  not  seen  overiy  speculative,  or  undisciplined,  use  of 
derivatives  by  rated  banks.   Instead,  have  found  their  use  to  be  largely  prudent  and  often, 
beneficial.   However,  S&P  regards  the  use  of  derivatives  as  an  increasingly  important 
component  of  its  risk  arudysisfor  all  banks  and  cleariy  less  capable  managements  may 
engage  in  risky  derivatives  activities,  jeopardizing  the  creditworthiness  of  their  institutions. 

Sixth,  S&P  believes  that  current  bank  regulatory  and  SEC  disclosure  requirements 
are  limited,  and  are  not  st{0icient  to  fully  or  precisely  convey  the  risk  profiles  of  derivative 
activities  to  users  of  public  disclosure  documents.  Moreover,  S&P  betieves  the  limited 
disclosure  heightens  liquidity  risk  for  bank  and  other  derivative  dealers,  in  times  of  stress 
of  market  disruptions.    We  regard  the  accounting  and  financial  services  communities 
sensitivity  to  analysts  needs  in  this  complicated  area  as  positive.   Disclosure  of  replacement 
value,  and  mark  to  market  discipline  are  constructive,  but  S&P  believes  that  market 
understanding  will  improve  with  greater  staruiardization  of  valuation  and  related  income 
statement  reporting  and  greater  voluntary  disclosure  efforts  by  numagement.   Proposed 
changes  in  financial  reporting  Le.  new  reporting  as  required  by  FASB  interpretation  39  to 
FASB  105,  wiii  have  no  impact  on  the  creditworthiness,  or  ratings  of  banking  institutions. 
It  will  tend  to  increase  the  size  of  the  balance  sheet,  but  the  risks  of  the  activities  causing 
this  increase  have  already  been  discounted  from  a  credit  perfective. 
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Finally,  derivative  activities  of  banks  are  resulting  in  increasing  capital  requirements 
for  those  banks,  both  under  existing  capital  requirements  for  capturing  derivative  related 
credit  risk,  and  proposed  capital  requirements  for  derivative  related  market  risks.   S&P's 
estimates  of  capital  need  to  support  derivative  dealing  operations,  which  are  described  in 
the  exhibits,  are  roughly  approximate  to  those  required  by  current  regulation  in  place. 
S&.P  generally  supports  the  regulatory  ^ort  to  capture  market  risks  in  its  capital 
requirements  but  believes  that  there  are  significant  practical  difficulties  in  implementing 
broad  and  meaningful  risk  measures  in  this  area.    S&P  strongly  endorses  the  use  of  a 
mark  to  market  discipline  as  a  means  of  heightening  industry  sensitivity  to  market  risks. 
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STANDARD  &  POOR'S 


CREDITWEEW 


S^ 


BANKS  FACE  MANAGEABLE  RISKS  IN  DERIVATIVE  BUSINESSES 

lamiliar 

•  Credit  nsk. 

•  Market  risk, 

•  Accounting  nsk.  and 

•  Operating  nsk 

In  addition,  there  are  the  broader  svstemn.  is- 
sues of  liquiditx'  nsk  and  legal  nsk  that  impact 
the  industry.  While  the  denvative  business  rep- 
resents manageable  levels  ot  risk,  it  has  become 
a  substantial  user  ot  capital  tor  ma)or  dealers 


U.S  monev-center  banks  have  profiled  im- 
mensel  V  from  the  development  of  the  den  vahves 
business — forwards,  swaps,  options,  futures — 
over  the  last  decade  As  n\a)or  market  makers  or 
dealers,  banks  now  denve  a  substantial  amount 
of  their  earnings  from  the  business — most  wel- 
come as  a  replacement  for  the  net  interest  income 
from  investment-grade  loar\s  of  bvgone  vears 
Those  earnings  have  grown  rapidly,  paralleling 
the  growth  of  the  derivatives  market,  which  has 
been  nothing  short  of  explosive  But  given  that 
denvative  instruments  are  new.  that  Ihev  have 
not  been  tested  through  a  wide  vanet\'  oi  stress 
scenanos.  and  given  that  thev  can  be  verv  com- 
plicated in  nature,  is  there  a  potential  that  some 
unforeseen  danger  lurks  that  could  lead  to  a  dis- 
aster as  spectacular  as  the  growth  that  ted  if 


Oenvjlive  eiposun 

Total  noliona' 

Total  markei 

Ami 

iBil  Si 

Value  iBii  Si 

ClIICOIT) 

1  426 

23  5 

Ctiemc*  Binking  Cwc 

1  296 

194 

J  P  Morgan  &  Co 

1  014 

20  0 

Bankers  Trust  W 

958 

21  6 

Cnase  Mannattan 

837 

16  7 

Bank  Amenca 

795 

18  4 

First  Cniugo 

387 

72 

Continentat  Banking 

136 

27 

After  reviewing  the  m.iior  L.5  bank  dealers, 
S&n  does  not.  at  this  time,  antiopate  problems  ot 
such  proportions  While  recognizing  that  such  a 
potential  alwavs  exists  in  new  businesses.  S&V 
believes  tiMt  the  risks  in  the  derivatives  markets, 
though  substantial,  are  not  new  Thev  are  the 
same  risks  banks  have  U»ng  dealt  with  in  other 
basic  lines  ot  business,  such  as  lending  and  trea;*- 
urv  and  trading  operations  The\'  appear  to  be 
both  quantifiable  and  manageable 

The  pnncipal  risks  in  the  denvatives  business 
that  are  within  the  b,ink  s  dav-tii-dav  control  are 


ASSESSING  CREDIT  RISKS 

Crctlit  nsk  is  the  nsk  that  a  counterpartx-  will 
default  on  a  contract  with  a  positive  market 
value.  On  the  whole.  S&P  believes  tftat  credit  nsk 
IS  the  largest  but  the  most  easilv  managed  ol  the 
risks.  For  the  denvahves  porttolio.  evaluating 
credit  nsk  involves  not  onK  assessing  the  prob- 
abilitv  of  a  counferpartv  default  it  presents  the 
additiotui  complication  ot  quantitving  a  maxi- 
mum potential  exposure  to  loss 

For  a  loan,  the  maximum  k)ssLstheamount  of  the 
loan.  For  a  denvahvecontraa,  in  contrast,  the  maxi- 
mum loss  is  not  the  notioital  amount  ol  thecontract. 
rather  it  is  the  cost  of  replaang  the  contract,  or  its 
current  market  value  (MV)  il  it  is  posihve  The  M\' 
represents  the  present  value  ot  the  stream  ot  re- 
maining net  receipts  (receipts  minus  pavments)  on 
the  contract.  On  average,  m  a  diversified  portfolio, 
the  MV  of  contracts  isa  small  fraction  ot  the  notional 
amount  ol  the  porffobo  The  market  value  is  not 
stable;  it  fluctuates  over  time  in  response  to  the 
movement  in  the  underlying  rates  For  example,  lor 
an  interest-rate  swap  involving  the  exchange  of 
fixed-rate  pavments  tor  floahng-rate  pavments,  the 
value  of  the  swap  increases  tor  the  counterparty 
paving  fixed  rates  when  rates  nse  At  ongination, 
the  swaps  value  would  be  zero,  but  over  its  life  it 
could  attam  a  sigiuficant  posihve  or  negahve  value. 
Thus,  market  volatihty  affects  credit  nsk 

As  previously  mentioned,  credit  nsk  exists 
only  tor  the  contracts  with  positive  current  mar- 
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Titll  1 

^^^^ 

Credit  exposure  relaltve  to  notional  amounts 

FX»  Commoo 

tnieresi  rate 

Notional  ami  (Mil  SI     PMV/no 

1  (M 

Notional  ami  (Ml  $l  PMV/not  ("/.I 

bannAmena  Cow 

1991/40 

232967 

36 

225679 

08 

1992/10 

2838S3 

12 

229  730 

06 

1992/20 

446  493 

2  9 

348  682 

16 

Banurs  Trust  NY  Corp 

1991/10 

422  720 

29 

295  244 

1  4 

1991/20 

457412 

25 

309  141 

1  4 

1991/30 

409  779 

28 

359  838 

15 

1991/40 

368  354 

38 

336  118 

20 

1992/10 

425  143 

25 

404  572 

1  4 

1992«0 

438209 

35 

520  190 

12 

Chise  Mjntwan  Corp 

1991/10 

427200 

27 

338  328 

09 

1991/20 

419491 

26 

281  649 

1  2 

1991/30 

426747 

20 

316  251 

12 

1991/40 

414  853 

34 

320  825 

16 

1992/10 

494  149 

I  2 

304  871 

1  4 

1992/20 

467  401 

26 

369  233 

1  3 

C/ie/n(ca/fia/*//T5* 

1991/10 

434  706 

20 

491  809 

08 

^sa\70 

506  049 

24 

459  019 

08 

1991/30 

483500 

21 

527  836 

1  1 

1991/40 

548  350 

26 

635  797 

1  1 

1992/10 

496977 

1  1 

740  424 

09 

1992/2C 

539  470 

21 

756  842 

1  1 

Oticorp 

1991/10 

736171 

18 

427  384 

09 

1991/20 

693  693 

26 

429  863 

09 

1991/30 

689  585 

20 

442  804 

1  0 

1991/40 

683  146 

30 

443  922 

1  3 

1992/10 

767  062 

1  4 

501  008 

10 

1992/20 

855196 

21 

570  894 

1  0 

Continentsl  Banking 

1991/10 

43  839 

27 

109  305 

07 

1991/20 

33  934 

28 

107  769 

07 

1991/30 

38183 

18 

119  549 

09 

1991/40 

31284 

31 

119575 

12 

1992/10 

26733 

15 

104  121 

10 

1992«0 

32160 

21 

104  523 

12 

First  Chicago 

1991/10 

213  242 

27 

122  910 

07 

1991/20 

194  148 

23 

124  911 

06 

1991/30 

170  374 

18 

131  086 

10 

1991/40 

179500 

31 

128  242 

1  3 

1992/10 

205  815 

1  4 

139  253 

I  4 

1992/20 

225906 

23 

161  758 

13 

J  P  Morgan  t  Co 

1991/10 

333  810 

29 

367  931 

1  5 

1991/20 

347  858 

29 

361  426 

1  4 

1991/30 

323  191 

24 

427  808 

1  5 

1991/40 

337  860 

35 

473  875 

18 

1992/10 

376  711 

20 

537  950 

1  3 

1992/20 

423  592 

26 

590  154 

1  6 

Secu/i/v  Pacific  Corp 

1991/10 

178  321 

26 

164  044 

1  5 

1991/20 

177  667 

26 

163  906 

1  4 

1991/30 

195  370 

1  9 

156  766 

20 

1991/40 

174  068 

37 

179  298 

24 

•inciuoes  data  for  Manuiactuters  Hanover  Cofp  Source  Feoerai  Reseme  Boaril  FRy-9C  Report  PMV/Noi  ■ 

Positive  mamel  value  to  notional  amount 

^^ 

ket  values  This  positive  market  value(PMV)  isalso 
known  as  the  replacement  cost.  In  the  event  of  a 
default  bv  a  counterpartv.  the  contract  would  need 


to  be  replaced  bv  one  with  similar  cash  flows  at 
a  cost  that  is  bkelv  to  be  the  same  as  the  market 
value  ot  the  defaulted  contract,  assuming  there  is 
a  bquid  market  for  the  instrument  \epativelv 
valued  contracts  (NMV),  on  the  other  fund,  rep- 
resent a  potential  economic  gain  to  the  bank  if 
they  are  abrogated  At  anv  one  time,  a  matched 
book  would  consist  of  contracts  whose  PM\' 
roughlv  equal  the  MMV 

VOLATILtn  AFFECTS  CREDIT  EXPOSURE 

Dealers  tvpicallv  model  the  potential  increase 
in  value  of  denvative  contracts  h\  I'mplovin^; 
statistical  methods  or  simulation  techniques  to 
estimate  the  volatilttv  ol  the  underlving  interest, 
currency  or  commoditv  rates,  and  hnw  the  \  ola- 
hlitv  will  affect  the  price  ot  the  contracts  These 
techniques  can  generate  estimates  ot  maximum 
potential  market  values  I M  rVI  V )  lor  replacement 
costs.  Conservatne  risk  management  techniqut.*s 
set  limits  for  exposu re  tt> each  counterpartv  based 
on  these  estimated  MPMVs 

in  the  estimation  ot  credit  risk  there  exists  a 
kind  of  "model  nsk."  i  e  ,  there  is  a  great  differ- 
ence in  the  qualitv  ol  the  risk  mixiels  in  general, 
the  models  and  thesvstemscapabilities  tor  track- 
ing credit  exposures  are  in  a  catch-up  mode,  and 
have  expenenced  difficultv  keeping  up  with  the 
growth  of  the  business  In  addition,  for  all  ol  their 
sophistication,  the  risk  models  depend  on  the 
histoncal  record  ot  volatilttv  However,  the  nsk 
remains  that  there  could  be  a  sudden  sharp  de- 
viation iTom  histoncal  rates  In  addition,  it  users 
are  not  warv,  the  compounding  ot  assumptions 
built  into  the  models  could  lull  them  with  a  spe- 
cious sense  ot  preosion  S&P  examines  the  con- 
servatism of  estimation  assumptions  to  assess  the 
margin  for  error  built  into  the  models 

S&P  believes  it  is  possible  to  quantifv  the 
amount  of  credit  exposure  banks  assume  within 
reasonable  parameters  of  accuracv  While  mod- 
eling techniques  mav  tend  to  underestimate  the 
MPMV  of  any  one  contract,  S&P  takes  comfort 
that  there  are  two  counter\'ailing  tendencies  that 
can  combat  underestimating  the  MP,MV — the 
portfolio  effect  and  the  effect  of  netting 

The  portfolio  effect  reduces  estimates  of  the 
change  in  MV  assooated  with  adverse  changes 
in  underlying  rates  because  in  verv  large  portfo- 
lios there  tends  to  be  offsetting  changes  in  instru- 
ments that  are  not  perfectly  positively  correlated 
Dealers  have  varying  abilities  to  estimate  this 
portfolio  effect 

NEniNG  ASSUMPTIONS  INFLUENCE  MPMVs 

Assumptions  on  the  ability  to  net  exposures  to 
any  one  counterpartv  can  influence  the  MPMV 
calculations  substantially  In  the  event  of  a  bank- 
ruptcy of  a  bank's  counterpartv,  the  courts  could 
allow  netting,  or  offsetting  ol  positively  valued 
contracts  against  negahvelv  valued  ones  to  the 
same  counterparty  when  a  master  netting" 
agreement  is  in  place  Without  the  ability  to  net, 
in  a  bankruptcy  of  the  bank's  counterpartv,  the 
assumption  would  be  that  the  court  would 
"cherry  pick"  the  contracts,  i  e ,  default  on  con- 
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tracts  with  positive  values  (to  the  dealer)  while 
continuing  to  collect  on  negatively  valued  ones 
There  is.  however,  an  operating  nsk.  or  a  docu- 
mentation risk  in  netting  In  the  past,  not  all 
dealers  have  been  careful  to  ensure  that  the  mas- 
ter swap  agreements  are  in  place  tor  all  contracts 
and  lor  all  subsidiaries  ot  parents  with  agree- 
ments 


INTEREST  RATE  CREDIT  RISK  (Bil.  $) 


1 3.400 


'     '  Agg  Noi  Ami  (lefl  axis)' 
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CURRENCY  CREDIT  RISK  (Bil.  $) 
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Legal  and  slatuton  supporl  lor  netting  has 
beenbuildmg  For  example  U-S  bankruptcy  code 
has  accepted  netting,  which  was  made  statutorv 
in  the  banking  acts  of  1484  and  IWl.  as  long  as 
the  counterparties  are  covered  bv  a  master  swap 
agreement  For  accounting  purposes.  FASB  Inter- 
pretation 3^  to  FAS  107  also  allows  netting  bv 
counlerparties  covered  bv  a  master  swap  agree- 
ment S&Pis  tairly  comfortable  that  the  US.  and 
certain  other  adxanced  countries  will  recogruze 
the  agreements,  but  doubt  remains  on  their  en- 
lorceabilitv  in  other  countnes  The  calculations 


that  follow  do  not  incorporate  the  effect  ot  nei 
ting,  however,  due  to  the  lack  ol  qualil\  dat.i 

CREOrr  RISK  IS  MODERATE 

How  grave  is  the  credit  nsk  oi  the  denvafu  e 
business'  It  is  certainlv  a  substantial  one  Hon 
ever,  it  must  be  emphasized  that  the  credit  nsk  c 
denvatives  is  proportionately  less  than  the  ns. 
taken  in  on-balance  sheet  lending  With  denva 
fives,  the  credit  ratings  ol  the  counterparties  ten. 
to  be  solidh-  investment  grade — much  highe 
than  the  average  ratings  ot  borrowing  client- 
Over  Its  short  lite  span  the  swaps  businesses  ha 
suffered  ven,'  few  defaults 

But  defaults  are  beginning  to  mount  in  thi 
recessionary  environment,  with  the  failure  o 
some  ma)or  ii^urance  companies  and  Olvmpi, 
and  York.  Nevertheless,  the  loss  experience  ot  thi 
derivatives  portfolios  should  continue  to  bt 
much  less  severe  than  that  of  the  loan  portfolios 
In  general,  given  the  rating  and  matunty  distri 
button  of  bank  portfolios,  the  expected  cumula 
five  default  rate  would  be  about  0  8T, 

When  quantifying  credit  exposureor  MPM\'  ir 
a  diversified  denvatives  portfolio  that  is  pan  o: 
a  large,  diversified  operating  company,  S&Pdoe> 
not  believe  there  is  a  need  to  calculate  the  poten 
tial  maximum  market  values  of  each  specific 
product  for  each  tenor,  as  it  would  in  a  monoline- 
enhanced  subsidiary  to  which  a  AAA'  rating  is 
assigned.  S&P  examines  the  general  mix  of  coun- 
terparties, products,  and  tenors  of  contracts  m 
bank  portfolios  penodically  and  formulates  an 
opinion  of  how  nsky  the  portfolio  is  based  on  that 
mix 

PRODUCT  MIX  DETERMINES  VOLATILm 

S&P  has  an  estimate  of  the  volatility  of  market 
values  for  each  broad  product  categon'  m  large 
diversified  portfolios  This  affords  some  idea  ol 
how  high  the  credit  exposure  (PMV)  can  reach 
relative  to  notional  amounts  of  those  products 
For  example,  the  MVs  for  the  whole  range  of 
currency',  or  foreign -exchange(FX)  contracts,  and 
equity  and  commodity  contracts,  have  been  very 
volatile:  they  \nrtually  doubled  over  the  fourth 
quarter  last  year  m  response  to  the  drop  in  inter- 
est rates,  then  fell  sharply  m  the  following  quar- 
ter, only  to  shoot  up  in  the  second  quarter  of  1 992 
Ivc  charts).  Interest-rate  contract  portfolios  are 
considerably  less  volatile,  but  nevertheless  their 
MVs  also  jumped  when  rales  eased  Relative  to 
notional  amounts,  the  PMV  has  fluctuated  be- 
tween 1 .1  Tt  and  3.87f  for  FX  contracts  dunng  the 
penod  shown,  and  0.67(,  and  2.4%  for  interest- 
rate  contracts  (sec  table  11- 

Refining  the  general  categones  of  curtency  and 
interest  rate  contracts,  S&P  ranks  the  various  de- 
nvahve  product  types  by  volatility  Commodity 
and  equity  contracts  clearly  are  substantially 
more  volatile  than  the  average  portfolio  product. 
This  means  they  can  reach  higher  levels  of  market 
value  relative  to  notional  amounts  than  do  other 
products  Within  the  currency  category,  currency 
swaps  tend  to  be  highly  volatile.  Currency  op- 


STANDAKO  «  POOR'S  OUOITWIIK 


NOVIMUB  1992 


611 


'JiJ-'.J-^>'''.'H.' 


aJ 


tions  are  less  volatile,  followed  bv  currencv  fu- 
tures and  forwards  The  risk  factors  appear  to  be 
higf\lv  influenced  bv  the  average  tenors  ot  the 
prcxiucts  in  diversified  bank  portfolios,  with 
longer-dated  contracts  being  much  more  volatile 
tlian  shorter-dated  ones.  Swaps  tend  to  be  of 


S&P  MODEL  MEASURES  CREOfT  EXPOSURE 

In  order  to  quantif\  the  amount  ol  credit  nsk 
represented  bv  den\atn'es  portfolios,  S^iiP  first 
estimates  the  MPM\  of  portfolios  based  on  the 
portfolio  product  mi>^,  then  applies  an  evpecled 
default  rate  to  that  MPMV  estimate 


Tabli  2 

^^^" 

Denvative  product  rnii 

— AiolJune30  1992- 

Sank 

Banners 

Cnase 

Cnemiut 

Coniinenia 

first 

JP 

ISI 
Commodities 

Amenca 

Trust  NY 

Uannanan 

Banlrino 

Citicorp 

BanRing 

Chicaoo 

Morgan 

0 

24  665 

7  281 

411 

6  212 

495 

103 

23  466 

fi  swaps 

27  653 

68  531 

20  184 

45  770 

45  954 

898 

9  225 

85  426 

fi  options 

6  916 

48  996 

16  209 

19  562 

40  704 

:6(» 

38  374 

47  240 

Fk  lulures 

411  9l< 

296  017 

423  726 

473  727 

762  325 

23  163 

178  20) 

267  459 

Inlervsl  swaps 

203  817 

244  584 

215  166 

297  610 

227  984 

51  6W 

75631 

311  145 

Int  options 

33  897 

64  415 

32  176 

67  050 

71512 

17  768 

15285 

99  ■■36 

Inl  futures 
Total 

110  968 
795  175 

211  191 
958  399 

121891 
836  633 

392  182 
I  296312 

271  398 
1  426  089 

35  071 
136  683 

70  84? 
387  661 

00 

179  573 
1013  745 

Commodity 

00 

26 

08 

00 

04 

04 

23 

fx  swaps 

35 

72 

24 

35 

32 

07 

24 

84 

f  <  options 

09 

51 

1  9 

1  5 

29 

56 

99 

4  7 

Fx  lulures 

518 

30  9 

50  6 

36  5 

53  5 

169 

46  0 

26  4 

inl  swaps 

25  6 

25  5 

25  7 

23  0 

16  0 

37  8 

195 

30  7 

Int  options 

43 

67 

38 

52 

50 

130 

39 

98 

Int  lulures 
Total 

140 
1000 

22  0 
100  0 

146 
lOdO 

30  3 
100  0 

190 
100  0 

25  7 
1000 

18  3 
100  0 

17  7 
lOOO 

SowiTf  feoerai  Reserve  Boaro  FRV-9C  Repor 

1 

longer  tenor  than  options  or  futures/forwards 

Interest-rate  contracts  are,  in  general,  less  nskv 
than  currency  contracts.  Within  the  interest-rate 
categorv,  interest-rate  swaps  are  the  most  nskv. 
with  options  a  little  less  so,  and  tutures  and  tor- 
wards  representing  ver\*  little  credit  exposure 
relative  to  notional  amounts,  again  because  thev 
tend  to  be  verv  short  dated 

In  analyzing  the  mix  ot  the  vanous  bank  porl- 
tolios,  Bankers  Trust  New  York  Corp  and  jP 
Morgan  &  Co  have  the  highest  risk  prohie  be- 
cause thev  are  more  involved  with  commoditv 
and  equity  contracts  fsee  table 2)  In  addition.  j.P 


Tibie  3 

Oenvalives  malunry  mn' 


BankAmenca 

Banners  Trusi  NY 

Criase  Uannanan 

Crtemicai  Banktng 

Citicorp 

Contineniai 

First  Criicagc 

J  P  Morgan 

'As  oiJune  30  1992  Source  i^eoerai  Peserve  Board  FRY-9C  Hepons 


Interest  rate  contracts 

Currency  contucts 

1  year*,.      ; 

>  1  year"/.      . 

c  1  year",. 

>  1  year"/. 

Toiaif.! 

16  5 

23  3 

55  1 

51 

100 

213 

24  6 

42  5 

116 

too 

213 

22  6 

52  0 

40 

100 

42  2 

16  9 

382 

27 

100 

23  2 

15  3 

55  1 

64 

100 

36  7 

40  3 

21  6 

1  5 

100 

25  9 

169 

529 

43 

100 

21  0 

36  7 

300 

123 

100 

Morgan,  and  to  a  lesser  extent  Bankers  Trust, 
have  the  greatest  proportion  of  contracts  matur- 
ing in  more  tfian  one  vear  isee  table  i).  This  trans- 
lates into  generallv  higher  market  values  relative 
to  notional  amounts 


The  MPMV  is  calculated  bv  multiplving  the 
notional  amounts  of  the  product  tvpes  bv  certain 
percentage  factors  Theoperation  vields  approxi- 
mate \alues  for  diversified  porttolu^  of  broadiv 
defined  prcxduct  tvpes  These  di\  ersified  portfo- 
lios are  assumed  to  ha\'e  average  distributions  ol 
productsand  tenors  The  factors  are  derived  from 
obiser\'ations  of  actual  peak  portlolio  values  for 
some  bank  dealers  o\'er  a  relatn-eU'  briet  histori- 
cal penod  Thus.  the\'  are  based  on  a  "black  ho\" 
method  rather  than  being  mathematicallv  de- 
nved  from  calculations  ot  volatilitv  in  underlv- 
ing  rates  The  percentage  factors  increase  with 
the  assessed  riskiness  or  \  tilatilitv  tit  the  prod- 
ucts The  specihc  factors  will  be  reassessed  peri- 
odicallv  as  new  data  are  accumulated  For  the 
time  being,  the  factors  S6iP  uses  are  as  follows: 

•  15'7r— Commodity /equitv  contracts, 

•  W7c — Currencv  swaps, 

•  4.0*7r — Currencv  options. 

•  i.0% — Currency-  futures/forwards, 

•  2.5'7r — Interest  rate  swaps, 

•  2.0% — Interest  rate  options,  and 

•  0.3% — Interest  rate  futures/  forwards 

The  resulting  MPM\'  estimate  does  not  reflect 
the  effect  of  netting  because  good  data  on  net- 
table  contracts  are  not  available  at  this  time 

The  expected  credit  loss  is  estimated  bv  iactonng 
in  the  average  distnbution  of  counterparty  credit 
ratings  and  contract  matunnes  of  bank  portfobos 
It  rebes  on  Sip's  defauJt  studv  on  bonds  to  deter- 
mine default  rates.  For  the  average  bank  portfolio. 
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CREDIT  COMMENTS 


with  average  coiinterpaitv  credit  qualitv  and  an 
average  distribution  ot  contract  matunties,  the 
expected  cumulative  delaull  rate  over  the  re- 
maminp  hte  of  the  portfolio  is  0.8Tr  (for  MPM\' 
and  credit  loss  eslimales.  see  table  4 1 

It  must  be  emphasized  as  well  thai  this  is  an 
estimate  of  the  most  likelv.  or  expected  rate  ot  de- 
fault, not  a  worst  case  level.  It  is  also  a  broad-brush 
approach  that  does  not  adjust  for  the  differences  in 
the  riskiness  of  individual  bank  portfobos.  lnrealit\', 
those  with  shorter-dated  portfolios,  for  instance 
Chemical  Banking  Corp.,  would  experience  lower 
loss  levels  than  others  The  low  le%'el  of  loss  is  a 
function  both  of  the  fugh  average  credit  quality  of 
the  counterparties  and  of  the  short-dated  matuntx' 
structure  of  the  portfobos  The  average  matunty  of 
most  portfobos  is  less  than  two  years,  with  7091-807, 
of  contracts  maturing  in  less  than  one  vear 


Title  4 

^" 

Capital  assessment  lo 

Oenvatives  (Mil  Si 

—As  01  June  30 

1992- 

Maximum  polenlial 

0  8'.. 

2*..  A  level  capiQi 

Anuai  manret  val 

market  vat  * 

credit  charge 

citargc 

BanhAmenca 

18,357 

21  507 

172 

430 

Bankers  Trust 

21604 

29  430 

235 

589 

Cnase  Mannanan 

16  672 

22859 

183 

457 

Criemical  Banking 

19  377 

29  591 

237 

592 

CiIicorD 

23  484 

37  969 

304 

759 

Commental  Banlcing 

1950 

2916 

23 

55 

first  Cnicago 

7  237 

10  228 

82 

205 

J  P  Morjar. 

20  029 

32  282 

258 

646 

•Tne  mammum  poiemiai  market  value  (MPMV 

IS  ratculaiea  as  tne  sum  ot  ifie  loHowing  percentages  ot 

notional  amounts  Commoflilies— 15'*  f 

swao — lO",*  Fi  option — i 

:,  fktuture— 3' 

B  Int  swap— 

2  S's   inl  option— 2' 

0  int  luture — 0  3'c 

^ 

These  credit  loss  estimates  are  generally  less  than 
the  Bank  oi  International  Settlements  (BIS)  capital 
requirements  for  den\ an\es al  lune  30,  1991  How- 
ex-er.  BIS  requirement-  \at\-  preatlv  from  quarter  to 
quarter  due  to  the  u^  ol  an  add-on  approach  to 
estimate  the  amount  h\  which  market  values  can 
increase  from  the  cunvnl  le\  el  Thu.s,  the  BIS  stand- 
ards var\'  with  the  wil.itilirv  ol  cunvnl  market  \alues 

MANAGEMENT  POLICY  KEY  TO  MARKET  RISK 

Market  riik  is  the  ri-.k  th.il  the  net  value  ol  the 
denvatn'es  portfolui  will  change  based  on  in- 
lerest-rale  fluctuations  because  the  portfolio  is 
not  perfecllv  hedged,  or  matched.  Changes  in 
the  net  value  (PM\'  -  NMV)  are  recognized  as 
trading  gains  or  losses  in  earnings  and  on  the 
balance  sheet  for  those  using  mark-lo-market 
accounting. 

In  theory  it  is  piissible  tor  dealers  to  tie  com- 
pletely neutral  tti  changes  in  underlying  rates. 
Each  contract  benehting  from  an  incjiease  in  a 
particular  rate  can  be  hedged,  or  matched,  with  a 
contract  or  secuntv  benefiting  Irom  a  decrease  m 
the  same  rate  The  ma|nr  dealers  with  large  dis- 
Inbution  networks  and  intimate  knowledge  of 
supply  and  demand  in  the  marketplace  often 
enter  into  contracts  knowing  they  can  offset  the 
position  with  another  client  or  dealer  with  a  simi- 
lar contract  on  the  other  side  of  the  market  Al 
times,  however,  this  may  not  be  the  case,  or  there 


mav  be  a  time  dela\  The  dealer  can  then  onset 
the  position  wnth  an  on-balance-sheei  transai.- 
tion,  m  treasuries,  lor  instance  Or  the  dealer  c.in 
purchase  a  contract  to  hedge  the  ptisilion  with 
another  dealer.  With  the  best  oi  intentions,  per- 
fect hedges  are  elusive  Often  there  is  basis  nsk 
or  small  mismatches  in  matunties  that  under 
some  market  conditions  will  pre\'ent  the  twi> 
instruments  from  moving  m  two  equal  but  oppi»- 
site  directions. 

But  the  kev  to  the  degree  ot  market  risk  is 
management  policy  Given  that  the  tools  exist  to 
hedge,  management  discretion  as  well  as  policies 
that  identm'  and  place  limits  on  nsk  taking  are 
the  determinants  ot  the  degree  ol  nsk.  Another 
important  element  is  the  management  intorma- 
tion  systems  that  can  present  a  comprehensive 
global  picture  of  positions 

In  managing  market  risk,  dealers  use  man\  ol 
the  same  techniques  employed  in  managing  an\ 
other  tvpe  of  trading  nsk  Common  methixis 
employ  some  notion  ol  setting  limits  per  trader 
based  on  statistical  calculations  ol  earnings  at' 
risk  Once  again,  model  nsk  comes  into  play 

The  potential  impact  of  impertectK'  hedged  posi- 
tions is  very  large  Howe\'er,  the  ma)or  dealers 
appear  to  practice  gcxxJ  nsk  management  vnth  ven 
bttle  intentional  position  taking  One  evidence  of 
this  is  revenues  from  denvatives  fiave  been  rela- 
tively stable — one  of  the  more  stable  elements  of  the 
trading  revenue  bne.  It  portfolios  were  grossly  mis- 
matched the  revenue,  which  is  the  change  m  net 
market  value  (CMV'-NNTV'lol  the  portfolio overthe 
penod,  would  be  verv  volatile 

ACCOUNTING  PRACTICES  VARY 
As  one  would  expect  with  rapidly  developing 
new  products,  accounting  standards  have  been 
hard  pressed  to  keep  up,  creating  what  could  be 
called  nccmmfiiij;  ri<k  Most  maior  dealers  have  al 
this  time  accepted  the  use  of  mark-lo-markel  ac- 
counting rather  than  accrual  accounting.  But  sig- 
niticant  discretion  is  permitted  in  the  area  of 
marking  denvalive  contracts  to  market  Public 
quotes  cio  not  exist  for  some  types  of  contracts, 
particularly  the  most  esotenc  ones.  In  some  cases, 
pnces  can  be  denved  from  publiciv  quoted 
swaps  curves  In  others,  mathematical  formulas 
may  be  used.  In  both  cases  computed  pnces  can 
vary  greatly  depending  on  assumptions  used, 
resulting  in  some  contracts  being  mispnced  and 
subject  to  revaluation 

Dealers  mav  also  chose  between  so-called  mid- 
point pnang  or  bid /offer  pncing  Midpoint  re- 
fers to  the  mid-point  between  the  bid /offer 
spread  Choosing  the  bid  or  offer  pnce,  or  the 
pnce  at  which  the  contract  could  actually  be  sold, 
results  m  less  income  being  recognized  up  front. 
The  spread  between  the  bid  or  offer  and  the 
mid-pointeffectivelybecomesa  kind  of  holdback 
or  reserve  With  successive  marks  to  market  us- 
ing present  valuecalculations,  that  spread  is  am- 
ortized into  income  over  the  life  of  the  contract. 
Some  banks  even  hold  back  additional  amounts 
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to  cover  contingenaes  such  as  credit  nsk  Be- 
cause these  holdbacks  serve  to  shih  income  to 
future  penods  and  create  reserves  that  vvciuld 
cover  any  misestimates  oi  prices  that  had  oc- 
curred, or  any  credit  losses,  bid/otfer  pncmp  is 
more  conservative  than  mid-point  pnnng  At  the 
same  time,  however,  the  holdbacks,  which  in 
some  cases  represent  substantial  sums,  render 
compansons  ot  income  statements  .ind  bal.ince 
sheets  of  these  business  lines  among  dealers  verv 
difhcult-  The  nsk  is  that  standardization  oJ  meth- 
ods of  marking  to  market  could  result  in  si^iti- 
cant  revaluations  for  some  dealers 

CAPITAL  NEEDED  TO  COVER  ALL  RISKS 

The  denvatives  busmess  has  grown  to  be  .i  sut>- 
stantial  user  ot  capital  at  the  ma|or  dealers  It  is  a 
larger  user  of  capital,  in  S&P's  estimation,  than  it 
generally  is  in  managements  eves  Most  ot  the 
capital  allocated  bv  bank  managements  covers 
credit  risks,  with  generally  a  small  concession  tor 
market  risk  BIS  regulations  als(i  onlv  address 
credit  nsk.  5&P  believes  that  tor  deru  atp.  f^.  lust 
as  for  lending,  substantial  additional  capital  is 
needed  to  cover  nsks  other  than  the  mt>st  prob- 
able credit  loss  level  For  example,  there  is  a  nsk 
that  losses  would  approach  a  higher-than-ex- 
pected.or  worst-case  level  Capital  is  also  needed 
to  cover  market  nsk  Banks  generally  alUvate 
modest  levels  of  capita!  tor  market  nsk  It  co\  ers 
the  losses  that  could  be  incurred  based  on  vola- 
tility levels  incorporated  in  their  models  How- 
ever, S&P  believes  that  market  nsk  could  be 
much  higher,  especially  in  penods  ot  market  dis- 
ruption or  sudden  deviations  from  histonc  rate 
levels  Legal  nsks.  such  as  the  entorceabiUtv  ot 
contracts,  also  need  to  be  covered  Such  nsk  has  led 
to  the  largest  losses  for  denvatives  dealers  to  date, 
namely,  the  Hammersmith  ir  Fulham  case  As  a 
filial  catch-all  category,  capital  is  needed  to  general 
business  nsk.  Taken  together,  these  nsks  are  sub- 
stantial and  require  appropnate  levels  ot  capital 
S^r  assigns  provisionally  2*^  capital  against  the 
credit  exposure  (MPMV)  This  ranks  the  business 
nsk  ot  denvatives  among  the  lowest  of  bank  actm- 
ties  Should  evidence  mount  that  the  nski  are 
higher,  capital  assessment  could  be  revised 

S&P  adjusts  capital  levels  on  a  case-bv-case 
basis  depending  on  its  assessment  of  the  risks  ot 
individual  bank  portfolios  Capital  requirements 
also  varv  depending  on  the  rating  level  The  2'^< 
capital  assessment  is  commensurate  with  an  ,A' 
rating  Morecapital  is  required  for  higher  ratings 

The  major  dealers  have  the  hixanoal  resources  to 
cover  the  capital  needs  ot  the  denvatives  activities 
indicated  bv  the  S&P  methodologv,  and  S&P  does 
not  expect  to  make  any  ranng  changes  as  a  result  ol 


these  calculations  In  tact.  S&Pdix^  not  \nevv  the 
existence  ot  a  large  denvatives  operation  to  be 
mconsistent  v^^th  high  ratings  For  example,  two 
of  the  largest  denvatives  dealers,  I  P  Morgan  and 
Bankers  Trust,  are  alsti  among  the  highest  rati-d 
banks,  at  'AAA'  and  'AA',  respechvelv 

BANKS  BENEFrr  FROM  DERIVATIVES  PROFITS 

Pnifj/s  denved  trom  den\ati\es  actuitics  have 
become  verv  important  to  ma)or  L  S  monev  ..en- 
ter banks,  accounting  tor  a  verv  substantial  por- 
tion ot  wholesale  banking  profits  Deruatue 
revenues  represent  about  a  tifthot  total  revenues 
at  I  P  Morgan,  for  example  Thederuatu  e  busi- 
ness can  be  seen  as  a  replacement  lt>r  tht-  old 
interest  income  mtmev-center  banks  i'n|ovi\1 
trom  their  top-tier  clients,  who  ha\  e^mce  turned 
directly  to  the  commercial  paper  and  other  secu- 
rities markets  to  obtain  funds  The  cash  flows 
from  interest-rate  swaps.  ti>r  instance,  resemble 
cash  flows  trom  lending  activitit-s  the  bank  col- 
lects monies  based  upon  one  rate  schedule,  while 
paving  out  monies  on  antither  vchfdulf  For  ex- 
ample on  fixed /floating-interest  swaps  tht-bank 
mav  receive  trom  its  counterparty  a  fixed  rate  on 
a  given  notional  amount,  which  is  analogous  to 
a  loan  amount,  while  receiving  a  fUxiting  rate  on 
a  like  notional  amount  trom  that  same  counter- 
party Of  course,  income  trom  derivatives  is  ac- 
counted tor  on  a  mark-ti>-market  basis  \e\er- 
theless.  most  income  comes  from  a  different  kind 
of  spread — the  bid/ofter  spread  on  contracts 
Prices  of  contracts  conceptually  represent  the 
present  value  of  expected  net  cash  flows  that  are 
amortized  over  the  lite  i>f  the  contract  This 
spread  income  has  been  fairly  stable  and  depend- 
ent more  on  volume  than  on  rate  volatility  Si>me 
additional  earnings  on  the  float  trom  payments 
received  but  not  vet  paid  out  is  recognized  in 
interest  income  These  stable  sources  ot  income 
should  be  viewed  as  gtxKi-qualitv  earnings  tt)r 
banks 

The  derivative  business  has  become  an  im- 
portant one  to  both  the  banks  and  to  the  econ- 
omy It  carries  certain  risks  but  these  risks  are 
familiar  to  banks  Kev  among  them — credit 
nsk — IS  adequately  quantifiable  and  less  likelv 
to  cause  as  many  difficulties  tor  banks  as  have 
their  lending  operations,  given  the  higher 
credit  quality  ot  the  counterparties  Continued 
vigilance  is  needed  to  ensure  that  the  risks 
remain  adequately  supported  b\  capital  The 
industry  needs  to  continue  to  impnne  moni- 
toring systems  and  public  disclosure  to  in- 
crease the  transparency  ot  the  business 

Tniiun  Aznrcli> 
( 21 2  i  208-1543 
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June  30,  1993 

Total 

Notional 

Amount 

($  Billion) 

Total 

Market 

Value 

($  Billion) 

Bank  America 

864 

16.5 

Bankers  Trust  NY 

1,406 

22.9 

Chase  Manhattan 

946 

16.5 

Chemical  Banking 

1,952 

23.9 

Citicorp 

1,645 

26.6 

Continental  Banking 

139 

2.1 

First  Chicago 

417 

7.5 

J. P.  Morgan 

1,371 

27.9 

Source:  Federal  Reserve  FRY  9  Report 
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DenVof/ve  Exposure  ($  Mil.) 


CmreacyACoamtodities 

Notional  Amourrt    %  Rsplacefneiil 
Cos»/No»'l  Cos»/h4o»'l 


laterest  Rates 


NoKond  Amount     %  Replacement 


BankAmerica 

1991:1Q 
1991:2Q 
1991:3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993:2Q 


211,390 
206,392 
237,773 
232,967 
283,893 
446,493 
459,442 
396,203 
419,800 
458,702 


3.12% 
2.62% 
1.56% 
3.61% 
1.24% 
2.89% 
3.42% 
3.05% 
2.21% 
2.16% 


128,232 
151,350 
192,142 
225,679 
229,730 
348,682 
348,112 
356,931 
383,163 
405,517 


0.67% 
0.48% 
0.66% 
0.81% 
0.63% 
1.57% 
1.93% 
1.59% 
1.75% 
1.72% 


Bankers  Trust 

1991:1Q 
1991 :2Q 
1991 :3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993:2Q 


422,720 
457,412 
409,779 
368,354 
425,143 
438,209 
494,800 
408,675 
482,160 
544,562 


2.94% 
2.54% 
2.80% 
3.82% 
2.50% 
3.48% 
3.53% 
3.46% 
2.65% 
2.73% 


295,244 
309,141 
359,838 
336,118 
404,572 
520,190 
703,478 
551,774 
691,120 
861,021 


1.38% 
1.36% 
1.47% 
2.01% 
1.37% 
1.22% 
1.03% 
1.20% 
1.11% 
0.94% 


Chose  A4anhotfan 

1991:1Q 
1991 :2Q 
1991:3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993;2Q 


427,200 
419,491 
428,747 
414,853 
494,149 
467,401 
553,671 
477.379 
480,884 
527,663 


2.66% 
2.62% 
2.05% 
3.35% 
1.21% 
2.55% 
2.88% 
2.50% 
1.92% 
1.96% 


338,328 
281,649 
316,251 
320,824 
304,871 
369,233 
402,927 
361,211 
382,747 
419,323 


0.90% 
1.16% 
1.24% 
1.65% 
1.38% 
1.28% 
1.43% 
1.41% 
1.62% 
1.47% 


Chemical  Banking 

1991:1Q 
1991 :2Q 
1991 :3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993:2Q 


434,706 
506,049 
483,500 
548,350 
496,977 
539,470 
671,945 
533,932 
597,106 
667,733 


2.00% 
2.38% 
2.07% 
2.61% 
1.10% 
2.07% 
2.66% 
2.90% 
2.13% 
2J7% 


491,809 
459,019 
527,836 
635,797 
740,424 
756,842 
991,129 
995,784 
1,097,694 
1,284,399 


0.80% 
0.85% 
1.13% 
1.13% 
0.85% 
1.08% 
0.96% 
0.76% 
0.77% 
0.68% 


0) 


617 


Currency  &  Commodities 


Interest  Rates 


Notional  Amount 
Cost/Not'l 


%  Replacement 
Cosl/Not'l 


Notional  Amount     %  Replacement 


GKcorp 

1991:1Q 
1991:2Q 
1991:3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993;1Q 
1993:2Q 


736,171 
693,693 
689,585 
683,146 
767,062 
855,195 

1,031,902 
881,463 
980,143 

1 ,036,657 


1.83% 
2.64% 
1.95% 
3.05% 
1.40% 
2.05% 
2.27% 
2.34% 
1.69% 
1.87% 


427,384 
429,863 
442,804 
443,922 
501,008 
570,894 
631,244 
550,190 
564,645 
608,769 


0.93% 
0.88% 
1.01% 
1.31% 
0.96% 
1.04% 
1.07% 
1.09% 
1.25% 
1.19% 


Cbnh'nenfaJ 

1991:1Q 
1991 :2Q 
1991 :3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993:2Q 


43,839 
33,934 
38,183 
31,284 
26,733 
32,160 
36,401 
26,467 
26,649 
29,664 


2.75% 
2.82% 
1.78% 
3.13% 
1.45% 
2.10% 
2.24% 
1.82% 
1.46% 
1.52% 


109,305 
107,769 
119,549 
119,575 
104,121 
104,523 
113,156 
101,179 
105,111 
109,615 


0.70% 
0.69% 
0.93% 
1.24% 
1.05% 
1.22% 
1.42% 
1.43% 
1.55% 
1.47% 


1st  Chicago 

1991:1Q 
1991 :2Q 
1991 :3Q 
1991:4Q 
1992:1Q 
1992:2Q 
1992:3Q 
1992:4Q 
1993:1Q 
1993:2Q 


213,242 
194,148 
170,374 
179,500 
205,815 
225,906 
267,517 
217,529 
210,590 
215,541 


2.74% 
2.33% 
1.82% 
3.08% 
1.38% 
2.30% 
3.23% 
2.81% 
2.22% 
2.11% 


122,910 
124,911 
131,086 
128,242 
139,253 
161,758 
183,024 
169,502 
181,041 
201,157 


0.66% 
0.65% 
0.97% 
1.27% 
1.35% 
1.26% 
1.25% 
1.26% 
1.43% 
1.49% 


JLPMorgon 

1991:1Q 
1991:2Q 
1991:3Q 
1991 :4Q 
1992:1Q 
1992:2Q 
1991:3Q 
1992:4Q 
1993:1Q 
1993;2Q 


333,810 
347,858 
323,191 
337,859 
376,711 
423,592 
494,801 
421,776 
485,794 
512,858 


2.95% 
2.90% 
2.41% 
3.50% 
1.98% 
2.57% 
3.13% 
2.75% 
2.38% 
2.53% 


367,931 
361,426 
427,808 
473,875 
537,950 
590,154 
703,478 
714,814 
811,962 
858,180 


1.48% 
1.35% 
1.53% 
1.77% 
1.34% 
1.55% 
1.65% 
1.46% 
1.63% 
1.74% 


Sacttrity  Ptxific 
1991:1Q 
1991:2Q 
1991 :3Q 
1991 :4Q 


178,321 
177,667 
195,370 
174,068 


2.61% 
2.61% 
1.91% 
3.72% 


164,044 
163,906 
156,766 
179,298 


1.51% 
1.43% 
1.97% 
2.38% 
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Derivative  Exposure 


Interest  Rate  Contracts 


$  Billion  5000 
Notional  Value 

4500 


4000 


3500 


3000 


2500 


70  $  Billion 

Raplacemant 
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2000  '• • " • ■-■ ■      ■  ■ — ' — '-' — ' <-' — ■ — " 1 '-' — ■ — " 1 LJ 1 u  20 

1991:1  1991:2  1991:3  1991:4  1992:1  1992:2  1992:3  1992:4  1993:1  1993:2 


I     I  Aggregate  Notional  Value 


'Aggregates  are  for  8  Major  U.S.  Commercial  Bank  Dealers 

Note:  Percentages  Represent  the  Percent  Replacement  Cost  to  Notional  Value 
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Currency  &  Commodities  Contracts 


%  Billion  4400 
Notional  Valus 

4200 


160  $  Billion 
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-    100 
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I     I  Aggregate  Notional  Value 


*  Aggregates  for  8  Banks 

Note:  Percentages  Represent  the  Percent  Replacement  Cost  to  Notional  Value 
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Total  Derivative  Contracts 


%  Billion  10000 
Notional  Valuo 
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8000  - 
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6000  - 
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170$  Billion 
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I     I    Aggregate  Notional  Value 


Note:  Percentages  Represent  the  Percent  Replacement  Cost  to  Notional  Value 
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Derivative  Contracts 


Currency  Options    $481  — \ 


June  30,  1993 
($  Billion) 

I —  Currency  Futures  /  Forwards    $3,408 


—  Currency  Swaps    $253 


Interest  Rate  Swap    $2. 


Interest  Rate  Futures  /  Forwards    $1,943 


117-^ 


Commodity  / 

Equity  Contracts    $136 


Interest  Rate  Options    $1 ,426 


Total  -  $9,763  Billion 


For  8  U.S.  Dealers 
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Interest  Rates  ($  Bil.) 


/■ 

Futures  / 

Total 

Swaps 

Forwards 

Options 

1991:1 

1,296,777 

895,692 

610,959 

1991:2 

1,285,787 

866,787 

591,509 

1991:3 

1 ,355,442 

1 ,026,950 

674,938 

1991:4 

1,442,401 

1,056,103 

747,566 

1992:1 

1,375,637 

1,211,209 

758,945 

1992:2 

1,627,620 

1,393,117 

802,124 

1992:3 

1 ,834,868 

1,707,265 

951,142 

1992:4 

1,768,376 

1,592,030 

905,722 

1993:1 

1,888,080 

1 ,846,985 

995,340 

1993:2 

2,117,082 

1,942,508 

1,425,884 
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Currency  ($  Bil.) 


r 

Swaps 

Futures  / 
Forwards 

Total 
Options 

1991:1 

270,139 

2,419,323 

524,772 

1991:2 

272,925 

2,458,193 

521,545 

1991:3 

273,986 

2,437,832 

438,047 

1991:4 

281,613 

2,426,726 

409,348 

1992:1 

251,071 

2,559,143 

404,655 

1992:2 

303,652 

2,836,535 

452,558 

1992:3 

320,533 

3,337,435 

555,949 

1992:4 

253,983 

2,817,054 

435,128 

1993:1 

256,517 

3,085,901 

507,808 

1993:2 

V 

252,671 

3,408,387 

480,593 
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Commodities  ($  Bil,) 


r 

Swaps 

Futures  / 
Forwards 

Total 
Options 

1991:1 
1991:2 

4,642 
5,512 

22,577 
22,920 

49,988 
52,049 

1991:3 
1991:4 

5,153 
6,546 

20,494 
21,550 

60,653 
104,052 

1992:1 

10,161 

22,497 

141,673 

1992:2 

13,616 

18,108 

65,749 

1992:3 

18,219 

23,545 

53,594 

1992:4 

16,180 

23,176 

65,100 

1993:1 

18,171 

39,021 

68,812 

1993:2 

25,761 

30,292 

79,982 
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Notional  Volumes 


Total  Derivative  Contracts  ($  Bit.) 


1991:1 

6,094,869 

1991:2 

6,077,227 

1991:3 

6,293,495 

1991:4 

6,495,905 

1992:1 

6,734,991 

1992:2 

7,513,079 

1992:3 

8,802,550 

1992:4 

7,876,749 

1993:1 

8,706,635 

1993:2 

9,763,160 

V 

} 
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$  Billion     5.0 


4.0 


3.0 


0.0 
12/91 


3/92 


6/92 


9/92 


12/92 


3/93 


Aggregate  of  8  Banks 
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Mr.  Carleton  D.  Pearl 
Vice  President  -  Treasurer 
McDonald's  Corporation 
McDonald's  Plaza 
Oak  Brook,  IL   60521 

Dear  Mr.  Pearl: 

On  October  28,  1993  at  10:00  a.m.  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  on  the  safety  and 
soundness  issues  associated  with  bank  derivatives  activities.  You 
are  invited  to  testify  at  this  hearing. 

The  Committee  is  interested  in  discussing  the  private  sector 
uses  of  derivative  products  from  an  end-user's  perspective.  It 
would  be  most  helpful  if  you  could  provide  written  testimony  for 
the  following  questions. 

McDonald's  Corporation 

1.  What  types  of  derivative  products  are  purchased  by  your 
corporation?  How  do  they  improve  your  corporate  finances 
(cash  flow,  cost  of  funds,  etc)? 


From  whom  do  you  purchase  derivative  products? 
approach  dealers  or  do  they  approach  you? 

How  do  you  measure  counterparty  risk? 
against  counterparty  risk? 


Do  you 
How  do  you  insure 


4.  Please  describe  the  pricing  of  derivative  products.  Have  you 
been  able  to  obseirve  any  increasing  efficiencies  or 
inefficiencies  in  this  growing  market? 

McDonald's  Restaurant  Otmers 


How  is  the  use  of  derivative  products  for  restaurant  owners 
different  than  the  corporation's? 

What  types  of  derivative  products  do  you  encourage  your 
restaurant  owners  to  purchase?  How  do  they  improve  the 
financial  condition  of  your  restaurant  owners? 
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7.  From  whom  do  your  restaurant  owners  purchase  derivative 
produces?  How  do  they  measure  counterparty  risk?  How  do  they 
insur«.  against  counterparty  risk? 

8.  If  the— narket  for  derivative  products  expands  to  include 
smaller,  more  local  dealers,  would  this  increase  efficiency 
for  your  restaurant  owners? 

Please  feel  free  to  address  any  other  issues  that  will  shed 
light  on  how  the  private  purchases  and  uses  derivative  products. 

You  will  be  given  approximately  five  minutes  to  summarize  your 
written  remarks.  Banking  Committee  rules  require  that  two  hundred 
copies  of  your  written  testimony  be  delivered  to  Room  2129,  Rayburn 
House  Office  Building,  Washington,  D.C.  20515  no  later  than  the 
close  of  business  October  26,  1993. 

Thank  you  for  your  cooperation.  The  Committee  looks  forward 
to  your  testimony. 


'Gonzalez 
Chairman 


HBG : mpc 
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^  McDonalds  Corporalion 

S***  McDonalds  Plaza 

Oak  Brook,  Illinois  60521 

D'feci  Dial  Number 

708/575-6127 


November  29,  1 993 


Honorable  Henry  B.  Gonzalez,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 
2129  Raybum  House  Office  Building 
Washington,  D.  C.  20515-6050 

Dear  Mr.  Chairman: 

McDonald's  appreciates  the  opportunity  to  assist  the  Committee  In  its  study  of  the  use  of 
derivatives.  We  believe  that  the  financial  derivative  markets  provide  a  significant  value  to  the 
McDonald's  system.  We  also  believe  that  the  risks  derivatives  carry,  if  managed  properly,  are 
preferable  to  the  risks  which  derivatives  can  hedge. 

The  Corporation  has  been  using  derivatives  for  over  ten  years,  and  we  find  them  Invaluable  for 
managing  our  Interest  rate  and  foreign  currency  risks.  Even  more  important,  banks  and  other 
lenders  have  found  ways  to  offer  the  benefits  of  these  complex  financial  Instruments  to  our 
2,600  independent  franchise  holders  In  the  U.  S. 

OWNER/OPERATOR  FINANCING 

Currently,  82%  of  McDonald's  U.  S.  restaurants  are  Independently  owned  and  operated 
through  franchise  agreements  which  are  generally  20  years  In  duration.  As  part  of  national 
and  regional  lending  programs,  upon  which  many  owner/operators  rely  to  finance  their 
restaurant  businesses,  some  lenders  have  accessed  the  over-the-counter  derivative  markets 
to  enhance  the  loan  packages  they  offer. 

Some  floating  rate  loan  packages  offer  interest  rate  protection  in  the  form  of  caps  or  collars, 
the  cost  for  which  Is  built  Into  the  Interest  rate  charged  on  the  loan.  Lenders  are  able  to 
provide  the  caps  or  collars  by  purchctsing  options.  Other  packages  offer  very  attractively 
priced  fixed  rate  loans,  which  lenders  are  able  to  provide  by  swapping  an  underiying  floating 
rate  source  of  funds  into  the  fixed  rate  funds  desired  by  the  owner/operators. 

It  is  important  to  emphasize  that  these  loan  packages  which  offer  Interest  protection  on  floating 
rate  loans  or  attractive  pricing  on  fixed  rate  loans  would  not  be  available  to  our 
owner/operators  without  the  over-the-counter  derivative  markets.  Exchange  traded  derivatives 
are  not  sufficiently  flexible  to  meet  the  financing  needs  of  our  owner/operators. 

Three  lenders  in  our  national  programs  offer  these  derivative-enhanced  financing  packages  to 
our  owner/operators.  Texas  Commerce  Bank,  The  First  National  Bank  of  Boston,  and  MetLife 
Capital  have  loans  outstanding  with  850  borrowers  in  all  fifty  states,  the  principal  balance  of 
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which  amounts  to  $550  million.  Because  derivative-enhanced  packages  are  so  attractive,  the 
amount  of  outstanding  loans  in  these  programs  has  more  than  tripled  in  the  last  three  years. 

In  addition  to  the  national  lenders,  twelve  banks  throughout  the  country  in  our  regional  lending 
programs  offer  caps  or  collars  on  floating  rate  loans  to  owner/operators. 

In  all  these  loan  packages,  the  use  of  derivatives  by  the  lenders  is  transparent  to  the 
owner/operators.  The  lenders  enter  info  the  derivative  contracts,  transfer  the  protection  or 
pricing  benefits  into  the  loan  packages,  and  include  the  cost  of  the  derivatives  in  the  interest 
rate  charged  on  the  loans.  Since  owner/operators  are  not  direct  parties  to  the  derivative 
contracts,  they  bear  no  counterparty  credit  risk  on  the  transactions. 

We  believe  that  the  banking  industry  has  a  great  opportunity  to  deliver  the  benefits  of 
derivatives  to  small  and  medium  size  businesses  in  a  manner  similar  to  our  lender  programs. 
Financial  risk  management  tools  can  thereby  become  available  to  business  men  and  women 
who  do  not  have  financiaJ  staffs  and  the  expertise  to  analyze  specific  derivative  transactions. 

MCDONALD'S  CORPORATION  USE  OF  DERIVATIVES 

McDonald's  Corporation  uses  derivatives  such  as  interest  rate  and  currency  swaps,  forward 
currency  contracts,  and  currency  options  to  manage  the  interest  rate  and  foreign  exchange 
risks  of  its  global  business.  Our  use  of  derivatives  is  not  intended  to  generate  profits  for  the 
Company.  Of  these  derivatives,  our  swap  contracts  are  for  the  largest  amounts  and  the 
longest  terms;  accordingly,  most  of  the  following  comments  relate  to  our  swap  portfolio. 

Interest  Rate  Swaps 

As  a  general  rule,  due  to  the  long-term  nature  of  our  business  assets  and  our  desire  to  lock-in 
occupancy  costs,  our  debt  portfolio  consists  primarily  of  long-term,  fixed-rate  debt.  Depending 
on  our  upcoming  funding  needs  and  our  view  of  interest  rate  trends,  the  overall  percentage  of 
consolidated  fixed-rate  debt  generally  ranges  from  60%  to  80%.  We  use  interest  rate  swaps  to 
change  the  mix  of  our  fixed  and  floating  rate  debt  and  to  position  the  Company  for  an  expected 
change  in  interest  rate  levels. 

Because  of  its  huge  size,  the  swap  market  is  flexible,  readily  accessible,  efficient  and  cost- 
effective  -  much  more  so  than  alternatives  for  managing  our  interest  rate  risks,  and  that's 
important  because  views  on  interest  rates  and  the  needs  of  the  Company  can  change. 

We  can  choose  the  effective  date  for  a  swap,  which  can  be  two  days  from  transaction  or 
farther  into  the  future  on  a  fonward  start  basis.  We  can  also  easily  initiate  and  close  out 
positions,  and  prompt  execution  permits  us  to  lock  in  the  terms  of  the  deal  immediately.  The 
alternative  method  for  adjusting  our  fixed  to  floating  rate  debt  is  to  issue  new  floating  rate  debt 
and  use  the  proceeds  to  call  or  repurchase  one  of  our  fixed-rate  bonds,  or  to  purchase  fixed- 
rate  government  securities;  however,  these  alternatives  are  much  more  costly  and  time 
consuming,  and  impractical  in  many  instances. 
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Currency  Swaps 


In  line  with  our  overall  financing  philosophy,  currency  swaps  create  foreign  currency  liabilities 
and  cash  outflows  which  match  assets  and  cash  inflows  in  those  currencies.  Ideally,  we  would 
like  to  create  foreign  currency  obligations  by  borrowing  the  needed  currencies  in  the  public  or 
private  debt  markets;  however,  in  terms  of  timing,  amounts  and  terms  needed,  flexibility,  and 
cost-effective  pricing,  what  we  want  is  not  always  available. 

The  swap  market  is  often  the  only  source  of  long-term  fixed-rate  foreign  currency  for  certain  of 
our  international  markets,  whose  borrowing  needs  are  just  too  small  to  be  funded  through  the 
capital  markets.  Local  bank  lines  are  most  likely  available,  but  they  are  generally  more 
expensive  by  at  least  150  basis  points. 

For  much  of  the  past  two  years,  the  swap  market  has  provided  foreign  currencies  at  a  lower 
cost  than  the  public  debt  markets.  When  currencies  have  been  available,  debt  market  interest 
rates  have  been  higher  than  those  of  the  swap  market  by  at  least  20  to  40  basis  points. 

Forward  currency  contracts  and  currency  options 

In  order  to  protect  the  value  of  foreign  currency  cash  inflows  (royalties  and  interest)  into  the 
U.  S.,  we  periodically  hedge  the  foreign  exchange  risk  on  these  inflows  using  short-term 
forward  currency  contracts  and  currency  options.  Since  McDonald's  U.  S.  is  the  recipient  of 
the  foreign  currency  inflows,  we  only  sell  the  foreign  currencies  fonward,  as  viewpoints  dictate 
the  need  for  a  hedge.  We  do  not  buy  foreign  currencies  forward,  other  than  to  offset  an 
existing  contract  to  sell  or  to  fund  a  specific  upcoming  foreign  currency  need. 

COUNTERPARTIES  TO  DERIVATIVE  CONTRACTS 

McDonald's  enters  into  derivative  contracts  with  high  quality  institutions  which  have  long- 
standing financial  relationships  with  the  McDonald's  System.  Generally,  we  initiate  contact 
with  the  institution  when  the  need  arises  for  a  particular  transaction.  As  part  of  an  ongoing 
dialogue,  institutions  may  bring  us  financing  or  risk  management  ideas  which  may  include  the 
use  of  derivatives. 

COUNTERPARTY  CREDIT  RISK 

We  define  the  exposure  to  counterparty  credit  risk  on  swaps,  our  highest  risk  derivative,  as  the 
net  positive  market  value  of  all  swaps  with  a  specific  counterparty.  Our  documentation  permits 
us  to  net  the  individual  positive  and  negative  swap  values  with  the  counterparty.  We  measure 
our  current  exposure  using  swap  market  values  as  of  the  measurement  date.  We  also 
estimate  our  potential  future  exposures  on  a  "conservative"  and  "worst  case"  basis  using 
specified  levels  of  movement  in  currency  exchange  rates  and  interest  rates. 

In  managing  credit  risk,  we  apply  a  number  of  internal  guidelines  which  have  been  developed 
through  our  own  experience  over  time  and  through  reviewing  the  practices  of  banks. 
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Before  the  Transaction 

Before  executing  a  currency  swap,  we  ensure  that  the  swap's  cost  savings  over  other 
alternatives  is  worth  the  incremental  credit  risk.  As  a  general  rule,  in  order  to  be  considered 
cost-effective,  we  believe  the  cost  of  a  swap  must  be  at  least  10-15  basis  points  better  than 
the  all-in  cost  of  a  comparable  fixed-rate  foreign  currency  borrowing. 

Since  contract  length  is  a  major  factor  of  swap  exposure,  we  limit  the  term  of  any  currency 
swap  to  seven  years,  which  we  and  some  banks  believe  is  the  maximum  prudent  term  for  such 
a  swap.  On  a  exception  basis,  where  the  additional  cost  savings  justified  the  longer  term  or 
where  the  swap  was  tied  to  a  specific  bond  issue,  we  have  entered  into  currency  swaps  for  ten 
years. 

We  match  the  potential  exposure  of  the  swap  with  the  credit  quality  of  the  proposed 
counterparties.  Currency  swaps  of  five  years  maturity  or  longer,  with  limited  exceptions,  are 
only  done  with  double  A  credits  or  better.  Interest  rate  swaps,  which  carry  much  less  risk,  are 
done  with  these  credits,  and  with  lesser  credits  having  major  relationships  with  the  McDonald's 
System. 

We  also  diversify  our  portfolio  risks  among  a  number  of  quality  counterparty  credits.  Our  100 
swaps  are  spread  among  23  different  counterparties. 

Our  final  control  before  doing  a  swap  is  to  ensure  that  the  counterparty  accepts  our  standard 
documentation.  We  use  the  Master  Swap  Agreement  developed  by  ISDA  for  all  our  swaps, 
which  gives  us  right  of  offset  protection,  and  adds  liquidity  to  the  transaction.  We  are  also 
looking  to  enhance  the  protection  afforded  by  our  documentation  so  that  we  are  allowed  to  net 
swap  positions  with  other  derivatives,  such  as  short-term  forward  currency  contracts,  done  with 
the  counterparty. 

After  tfie  Transaction 

As  part  of  managing  credit  risk,  we  calculate  the  current  market  value  and  current  exposure  of 
our  swaps  and  estimate  their  potential  future  exposures  every  two  months.  The  valuations  and 
exposure  estimates  are  provided  to  top  management  and  to  the  Board  of  Directors. 

We  reduce  our  exposures  when  cost-effective  opportunities  are  available.  In  mid-1993,  we 
issued  $460  million  of  Eurobonds  denominated  in  three  foreign  currencies  when  bond  pricing 
reached  our  target  in  relation  to  swap  pricing.  The  obligation  for  over  50%  of  these  Eurobonds 
replaced  seven  currency  swaps  which  we  terminated  for  gains  upon  issuance  of  the  bonds. 
We  effectively  replaced  one  currency  hedge  with  another  and  reduced  our  swap  exposure  at 
the  same  time. 

We  regularly  monitor  the  credit  ratings  of  our  counterparties  through  Thompson's  BankWatch, 
Moody's  and  Standard  &  Poor's.  Should  a  counterparty  be  downgraded  below  our  guidelines 
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for  transacting,  we  limit  the  types  of  new  business  witfi  that  counterparty  and,  where  practical, 
we  terminate  any  high  exposure  positions. 

PRICING  OF  DERIVATIVES 

Pricing  among  dealers  is  very  competitive,  especially  with  interest  rate  products.  The  large 
number  of  non-U. S.  banks  in  the  market  have  contributed  to  the  competitive  pricing.  Over  the 
years,  the  growth  in  the  derivative  markets  has  added  significantly  greater  liquidity  and 
flexibility,  and  has  allowed  transactions  in  more  currencies  and  for  longer  terms. 

SUMMARY 

McDonald's  appreciates  the  opportunity  to  outline  for  the  Committee  our  prudent  use  of 
derivatives  and  how  their  benefits  have  been  made  available  to  our  owner/operators  in  a 
simple  and  easily  understood  form.  Derivatives  help  provide  the  lowest  cost  and  most  stable 
financing  for  our  owner/operators.  They  also  allow  the  Corporation  to  better  manage  its 
interest  rate  and  foreign  exchange  risks. 

As  the  Committee  considers  whether  or  not  to  regulate  derivatives,  I  would  encourage  them  to 
remember  that  the  risks  derivatives  carry,  if  managed  properly,  are  preferable  to  the  interest 
rate  and  currency  risks  which  derivatives  can  hedge.  At  McDonald's,  we  believe  that  we 
understand  derivative  risks  and  that  our  control  procedures  adequately  manage  them.  As 
illustrated  by  the  extent  of  McDonald's  activity  in  the  derivative  markets,  there  is  no  question  in 
our  thinking  that  the  risks  of  derivatives  are  worth  the  benefits  they  provide. 

Sincerely, 

MCDONALD'S  CORPORATION 


Carieton  D.  Pearl 

Vice  President,  Treasurer 
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Tax  and  dry  out  the  derivatives  market 
Don't  regulate  it 


by  Christopher  White  and  Richard  Freeman 
E.I.R.  Economics  Staff 


Chairman  Gonzalez,  Ladies  and  Gentlemen: 

On  March  9  of  this  year,  EIR  and  its  founding  editor  Lyndon  LaRouche  proposed 
that  a  transaction  tax  be  imposed  on  the  sale  of  all  financial  instruments  classified  as 
"derivatives". 

The  tax  would  be  levied  at  a  rate  of  0. 1  percent  on  the  notional  value  of  the 
transaction.  Collection,  and  reporting,  would  be  the  responsibility  of  the  institution 
performing  the  sale. 

The  purpose  of  the  proposed  tax  is  two-fold.   • 

Firstly:  to  re-establish  control  over  the  explosive,  eight-fold  growth,  in  these 
financial  instruments,  which  has  been  registered  in  the  years  since  1987,  the  year  of  the 
futures  and  options  index  driven  stock  market  crash. 

"Control"  is  itself  a  two-fold  proposition. 

First  in  priority  is  the  necessity  to  re-establish  political  accountability  over  the 
workings   of  the  private  institutions  which  comprise  the  so-called   "market-place". 
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Institutions  which  have  used  the  slogans  of  "de-regulation"  and  "freedom  of  the  market" 
to  leave  a  trail  of  Avreckage  around  the  globe. 

Second,  is  the  common  sense  requirement  to  restore  some  sense  of  order  to 
financial  markets  which  not  only  feed  on  volatility,  but  promote  such  volatility  as  in 
their  own  interest,  as  was  underlined  recently  by  an  official  from  Chase  Manhattan 
Bank. 

In  its  second  aspect,  the  proposed  tax  would  be  a  short-term  revenue  generator 
for  the  Treasury.  It  would  collect  approximately  $75  billion  to  $100  billion  the  first 
year,  and  lesser  amounts  in  subsequent  years.  But  revenue  generation  is  not  the  primary 
purpose  of  the  proposed  tax.  The  primary  purpose  would  be  to  take  a  surgeon's  knife 
to  a  cancer  which  is  sucking  out  the  life-blood  of  the  economy,  and  cut  it  out. 

This  ought  to  be  done,  before  it  is  too  late. 

The  reasons  for  such  required  action  are  economic  as  well  as  political.  There  will 
be  no  possibility  of  any  real  economic  recovery  in  this  nation,  or  any  other,  as  long  as 
the  kind  of  obscene,  speculative,  and  usurious  excesses  typified  by  the  derivatives  racket 
are  allowed  to  continue. 

Since  the  "financial  community"  so-called  has  shown  itself  incapable  of 
reforming  itself,  and,  equally  incapable  of  understanding  what  might  be  the  problems 
associated  with  the  extension  of  the  kind  of  practices  associated  with  derivative 
instruments,  it  is  evident  that  such  a  reform  can  only  come  from  outside  the  financial 
community. 

What  Are  Derivatives? 

The  common  financier  defmition  of  derivatives  is  that  they  reduce  risk,  by 
hedging  it,  or  in  the  case  of  bank  swaps,  are  instruments  that  allows  parties  to  swap 
interest  rate  streams  or  currency  exposures.  That's  nonsense.  Derivatives  don't  reduce 
risk,  they  magnify  it.  More  than  three-quarters  of  all  derivatives  traded  in  the  form  of 
bank  swaps  are  between  major  money  center  banks  and  themselves  or  other  financial 
institutions.  Derivatives  trading  is  just  a  form  of  gambling.  It  is  a  form  of  useless 
parasitism. 

Derivatives  are  purely  speculative  highly  leveraged  instruments,  designed  to 
capture  spreads,  or  pricing  differences  between  interest  rates,  currencies,  or 
commodities.  Rates  of  return  can  vary  from  10  to  15  percent,  up  to  2,000  percent,  and 
even  higher.  In  the  second  quarter  of  this  year,  derivatives  and  other  forms  of  trading 
constituted  40  percent  of  the  profits  of  the  largest  money  center  banks.  They  are  no 
longer  banks  in  the  traditional  sense.  Further,  derivatives  are  instruments  of  financial 
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warfare,  deployed  against  nations  and  populations  in  much  the  same  way  the  commodity 
market  short-seller  has  been  deployed  to  bankrupt  the  fanner.  Operating  in  collusion 
with  the  Federal  Reserve  Board  of  Governors,  8  money  center  commercial  banks  and 
4  investment  banks  dominate  95  percent  of  all  derivatives  market  trading  in  the  U.S.: 
Morgan  Bank,  Bankers  Trust,  Citibank,  Bank  of  America,  Chemical  Bank,  Chase 
Manhattan  Bank,  First  Chicago,  Continental  Illinois,  Merrill  Lynch,  Goldman  Sachs, 
Morgan  Stanley  and  Salomon  Brothers. 

While  billions  of  people  go  hungry,  and  millions  are  out  of  work,  the  volume  of 
trading  in  financial  derivatives  by  some  measures  has  skyrocketed  eightfold  since  1987; 
there  was  more  than  $12  trillion  outstanding  in  derivative  instruments  in  the  United 
States  at  the  end  of  1992,  on  a  turn-over  estimated  at  between  $100  and  $125  trillion 
per  year.  Worldwide,  some  $1  trillion,  and  more,  is  traded  every  day  on  currency 
exchanges.  Three  hundred  billion  dollars  of  U.S.  government  debt  is  likewise  traded 
every  day,  enough  to  turn  over  the  entire  "publicly  held"  portion  of  the  debt  every 
trading  day.  Daily  trading  of  derivatives  runs  at  between  $400  and  $500  billion  every 
dav,  greater  than  the  amount  the  federal  government  admits  its  annual  budget  deficit  to 
he. 

Commercial  banks,  such  as  the  $220  billion  in  assets  Citibank,  carry  $7  in  off- 
balance  sheet  derivatives  for  every  $  1  it  carries  on  the  balance  sheet,  with  little  or  no 
reserves  backing  it  up.  The  blow-out  that  will  result  fi-om  this  will  be  a  financial  crash 
bigger  than  any  of  the  last  300  years,  and  a  bail-out  bill  of  greater  than  $1  trillion, 
which  is  far  bigger  than  the  bail-out  bill  for  the  1980s  excesses  of  unchecked  real  estate 
speculation  and  leveraged  buy-outs. 

Derivatives  are  Unconstitutional  and  Destructive 

Under  Article  1  Section  8  of  the  U.S.  Constitution,  in  particular,  the  General 
Welfare  provision  thereof,  and  the  Article's  concluding  injunction  "To  make  all  Laws 
which  shall  be  necessary  and  proper  for  carrying  into  Execution  the  foregoing 
Powers..."  Congress  has  the  power  to  impose  such  a  tax  as  LaRouche  has  proposed,  and 
should  use  it. 

The  proof  that  the  financial  community  lacks  the  comprehension  required  is 
elementary.  No  discussion  of  derivatives,  among  regulatory  agencies  or  financial 
institutions  considers  the  economic  impact  of  what  has  been  done.  The  arguments  and 
counter-arguments  are  always  restricted  to  the  financial  domain  as  such. 

On  the  one  side,  there  are  those  who  extol  the  benefits  of  "new,  sophisticated 
methods  of  hedging  risk",  those  who  stigmatize  critics  as  "naive",  and  "unsophisticated". 
On  the  other  side,  there  are  those  who  wonder,  if  something  has  not  been  unleashed 
which  might  easily  get  out  of  control,  with  disastrous  results.  Ought  we  not,  they  ask, 
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consider  how  to  regulate  these  new  practices,  to  make  sure  they  do  not  get  out  of 
control. 

Both  are  disastrously  wrong.  It  is  not  the  risks  and  dangers  that  you  know  to  be 
risks  and  dangers  which  prove  to  be  fatal.  They  after  all  can  be  avoided.  It  is  the  risks 
and  dangers  which  you  do  not  know.  How  can  institutions  hedge  against  a  risk  they  do 
not  take  into  account,  and  cannot  take  into  account  because  they  don't  admit  it  exists? 

From  this  standpoint,  the  whole  discussion  promoted  by  the  financial  lobby  is  at 
best  incompetent,  and  at  worst  an  outright  fi'aud.  A  witch  doctor  can  indeed  claim  to 
know  how  to  cure  AIDS,  that  does  not  mean  everybody  else  should  take  his  claims  at 
their  face  value.  Indeed  to  do  so  would  properly  be  called  insane.  Derivative 
instruments  are  not  a  disaster  waiting  to  happen,  they  are  the  latest  symptom  of  a 
disaster  which  was  set  in  train  a  generation  or  so  ago. 

The  incompetence,  call  it  that,  can  be  shown  in  two  ways. 

First,  take  the  case  of  agricultural  commodities. 

It  is  well  known,  so  well  known  that  hearts  are  hardened  against  the  reality,  that 
the  world  suffers  a  cruel  shortage  of  basic  foodstuffs.  In  fact,  the  Food  and  Agricultural 
Organization  of  the  United  Nations,  and  other  agencies,  show  that  some  two-thirds  of 
the  world's  population  are  at,  or  below,  subsistence  levels  where  basic  nutrition  is 
concerned. 

This  is  demand  for  food.  Not  though,  where  the  markets  are  concerned.  The  so- 
called  "markets"  are  not  interested  in  demand,  but  in  what  they  call  "effective  demand". 
If  you  haven't  got  the  money,  you  can't  pay  for  it,  so  it  doesn't  count.  So  the  prospect 
of  a  25  percent  reduction  in  com  supply,  because  of  this  year's  flood,  which  translates 
into  a  12  percent  reduction  or  so,  world-wide,  does  not  inunediately  translate  into  price 
increases. 

But,  fi-om  some  proponents  of  the  North  American  Free  Trade  Agreement,  we 
learn  that  Mexico  does  not  need  so  many  farmers  or  campesinos,  because  Mexico 
should  not  be  producing  staple  foods,  such  as  com  or  wheat.  Mexico  should  purchase 
such  food-stuffs  from  the  United  States. 

Those  farmers  and  campesinos  are  being  dispossessed.  Their  lands  taken  over, 
ascribed  an  asset  value,  to  become  the  asset  underlying  a  derivatives  market  in 
secondary  mortgages,  now  being  set  up  by  the  Mexican  Finance  Ministry,  with  help 
from  the  FMHA,  the  HUD  and  the  Savings  League. 
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Insured  and  securitized  mortgages  are  supposed  to  be  safe,  are  they  not?  The  risk 
is  taken  out.  The  instrument  can  be  hedged  against  a  variety  of  other  instruments,  to 
cover  for  currency  exposure,  interest  rate  risk  and  so  on.  And,  what  of  the  country  that 
is  to  be  reduced  below  penury  in  that  way?  Are  we  to  say  that  the  political  instability 
and  chaos  which  follow  the  enforcement  of  such  policies  are  beneficial  because  we 
desire  such  an  increase  in  volatility? 

The  World  Bank  recommends  the  same  approach  be  adopted  by  Palestinians. 
Shock  therapy  advocates  promote  the  same  proposal  as  the  solution  to  Russia's 
agricultural  backwardness.  Don't  produce  staples.  Buy  them  from  us,  and  instead, 
produce  specialty  goods,  like  asparagus,  bell  peppers  and  tomatoes  for  export  to  our 
markets. 

What  hedge  can  off-set  what  is  thus  set  in  motion?  If  Sodom  had  its  salt-sellers, 
we  have  our  derivative  dealers. 

This  type  of  approach  is  derided  by  the  proponents  of  the  primacy  of  the  market 
as  pure  sentimentality,  as  the  illegitimate  insertion  of  considerations  of  morality  into  the 
workings  of  the  market.  Leave  the  market  to  its  own  devices,  and  these  matters  to  their 
proper  sphere,  they  insist.  This  attitude  is  moral  insanity  in  the  process  of  becoming 
outright  criminality,  on  a  scale  never  before  wimessed  in  human  history. 

Why  so?  Because  there  is  a  difference  between  wealth  creation  and  money 
profits.  If  you  do  not  permit  wealth  production  to  occur,  the  so-called  money  profits 
which  are  booked  from  commercial  and  financial  transactions,  and  hedged  against,  as 
to  interest  rate  and  currency  risk,  do  not  actually  exist,  except  in  the  form  of  loot 
gouged  out  of  a  shrinking  capacity  to  produce  actual  wealth.  That  is  what  the  financial 
community  doesn't  understand,  and  cannot  therefore  hedge  against. 

It  is  why  the  derivatives  bubble  will  go  the  way  of  the  real  estate  investment 
trusts,  and  oil  patch  speculation  of  the  1970's,  of  the  third  worid  debt,  real  estate  crisis, 
leveraged  buy-outs  and  S&L  disasters  of  the  80's.  This  succession  is  not  accidental.  It 
is  not  something  that  can  be  prevented  by  uttering  the  magical  phrases  we  have  come 
to  expect  like  "you  don't  understand,  we  have  learnt  the  lessons  from  those  unfortunate 
events,  we  are  now  much  better  equipped  to  deal  with  such  things  than  we  ever  were 
before.  Now  we  have  derivatives,  they  enable  us  to  handle  such  risks,  by  hedging 
against  their  occurrence." 

Actually,  we  now  have  derivatives  precisely  because  the  lessons  of  those  events 
were  not  learnt.  Rather,  we  have  insisted  that  the  way  to  get  out  of  one  mess  is  to 
repeat  it  on  a  far  grander  scale  next  time  around.  We  insist  that  the  integrity  of  what  we 
call  "financial  institutions"  take  priority  over  all  else,  even  the  physical  existence  of 
entire  nations,  including  our  own.  That  everything  be  done  to  protect  those  institutions. 
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That  where  we  have  erred  it  is  because  we  have  not  done  enough  to  protect  those 
institutions,  whether  it  be  in  cutting  from  public  budgets,  that  more  revenues  might  be 
made  available  for  debt  service,  or  de-regulating  entire  sectors  of  industry  and  public 
employment,  that  capital  and  operating  costs  might  be  slashed  to  free  up  financial 
resources  for  the  ever  open  maw  of  the  speculators. 

Wealth  production  is  not  the  same  as  the  accountant's  creation  of  money  income 
and  money  profit. 

Wealth  production  is  human  activity,  no  other  species  on  this  planet,  or  anywhere 
else  that  we  know  of,  is  capable  of  doing  it.  Man  reproduces  his  own  society  by 
applying  scientific  advances  to  increasing  the  productive  powers  of  labor,  through 
technology.  Increased  productive  powers  of  labor  permit  greater  numbers  of  people  to 
exist  at  improved  standards  of  living.  It  is  an  older  method  than  the  written  prescription 
of  the  Book  of  Genesis,  "Go  forth  and  multiply,  replenish  the  earth  and  subdue  it..."  It 
is  as  recent  as  the  Constitution's  Preamble  "...to  form  a  more  perfect  union,  establish 
justice,  insure  domestic  tranquillity,  provide  for  the  common  defence,  promote  the 
general  welfare,  and  provide  the  blessings  of  liberty  to  ourselves  and  our  posterity." 

It  is  the  measure  of  the  viability  of  any  form  of  human  society.  And,  conversely, 
any  society  which  turns  its  back  on  the  yard-sticks  provided  by  that  measure  will  go  the 
way  of  the  Sodoms  and  the  Gomorrahs,  the  Babylons  and  the  Romes.  There  are  no 
hedges  against  the  working  of  the  Creator's  law,  no  put  options  or  short  sales  which 
will  forestall  His  reckoning. 

A  generation  ago,  the  typical  U.S.  household  included  3.35  people,  of  those  just 
over  1  was  under  fifteen  years  old.  By  1990,  that  same  household  included  2.6  people, 
with  just  over  half  a  child  per  household.  Twenty  five  years  ago,  and  more  one  wage- 
earner  could  support  the  household.  Now  only  10  percent  of  the  more  than  90  million 
households  are  supported  by  one  wage  earner,  and  also  have  children. 

In  1967  we  produced  about  82  tons  of  goods,  as  measured  by  freight  shipments 
in  the  economy  as  a  whole,  for  each  household.  By  1990,  we  produced  about  56  such 
tons.  Workers  employed  in  producing  such  goods  on  a  per  household  basis,  had  been 
reduced  by  more  than  30  percent.  Electricity  used  in  industry  had  been  reduced  to  less 
than  half  of  what  it  was  a  generation  ago,  in  per  household  terms. 

Those  employed  in  sales  or  managerial  fiinctions  had  increased  by  more  than  30 
percent. 

The  number  of  births,  per  household,  had  been  cut  by  one  third. 

This  is  a  profile  of  a  nation  committing  suicide. 
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Yet  against  this,  the  measure  all  economists  rely  on,  "Gross  National  Product", 
has  tripled,  and  more.  After  all,  we  do  things  differently  now.  We  don't  make  shoes. 
We  import  them.  We  don't  produce  clothes,  we  import  them.  We  don't  need  steel, 
because  we  no  longer  build  highways,  or  railroads.  We  completed  the  transition  to  the 
post-industrial  society. 

And  our  debt,  that  has  grown  twice  as  fast  as  our  "Gross  National  Product",  to 
nearly  $14  trillion  in  all.  The  debt,  whether  government  debt,  secured  mortgage  debt, 
credit  card  debt,  corporate  debt,  is  the  basis  for  the  securitized  instruments  which  make 
up  banks  off-balance  sheet  liabilities,  and  then  for  the  derivatives  instruments. 

But  the  economy  is  supporting  a  seven-fold  increase  in  debt  out  of  a  wealth 
producing  sector  which  is  less  than  half  what  it  was  twenty  five  years  ago. 

It  doesn't  add  up.  And  it  will  not  last. 

Like  all  other  bubbles  that  have  been,  and  gone,  the  derivatives  bubble  will 
explode.  The  question  is  not  whether,  but  when,  and  this  could  be  imminent:  the 
question  of  when  is  actually  over  due.  When  this  bubble  pops  the  ongoing 
depression — already  worse  than  that  of  the  1930's,  which  we  still  call  the  Great 
Depression — will  be  to  what  is  coming,  as  all  previously  recorded  floods  were  to  the 
Mississippi  flood  of  this  summer.  It  will  be  worse  than  the  exploding  of  the  South  Sea 
Bubble.  What  will  follow  the  popping  of  the  derivative  bubble  '.vill  be  the  equivalent 
of  a  500-year  depression — if  the  course  we  are  on  is  not  changed. 

The  EIR-LaRouche  tax  on  derivatives  would  permit  the  direction  to  be  changed. 
It  would  permit  the  problems  that  have  been  covered  up  within  the  banking  sector  to 
be  identified.  It  would  permit  credit  flows  to  be  sent  where  they  are  needed,  to  putting 
the  unemployed,  and  under-employed  back  to  work,  in  productive  jobs,  to  rebuild  an 
economy  that  has  been  ravaged  by  a  generation  of  speculative  excesses  and  looting. 
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Appendix  A:  How  A  0.1  Percent  Tax  On  Derivatives  Will  Work 

What  the  EIR-LaRouche  tax  proposal  would  do,  if  enacted,  is  knock  the  usurious 
speculation  out  cold.  That  means  his  tax  proposal  would  permit  the  properly  constituted 
authorities,  under  Section  1,  Article  8  of  the  Constitution,  to  recapture  control  of  the 
issuance  of  money  and  the  creation  of  credit.  That  is  the  precondition  for  any  kind  of 
job-creation  program,  or  economic  recovery  and  reconstruction  program. 

Here's  how  it  would  work. 

Currently,  the  derivatives  markets,  and  other  financial  markets,  pay  zero  percent 
sales  tax  on  trades.  Most  states  apply  a  general  sales  tax  of  between  4.5  and  9.0  cents 
on  the  dollar;  that  is,  a  tax  is  assessed  equal  in  value  to  between  4.5  and  9  percent  of 
the  value  of  the  purchase  (transaction)  made  at  the  store.  Under  the  EIR-LaRouche  tax 
proposal,  each  trade  of  a  financial  derivatives  market  instrument  will  be  assessed  a 
"sales"  tax  equaling  just  0.1  percent  of  the  value  of  the  purchase,  far  less  than  the  rate 
ordinary  citizens  pay  every  day.  It  is  absurd  and  dangerous  to  continuously  raise  the  tax 
on  Social  Security  and  to  apply  an  energy  tax,  which  will  devastate  every  sector  of  the 
economy,  while  the  transactions — as  opposed  to  the  realization  of  profit — of  the 
financial  derivatives  market,  which  are  harmful  to  the  economy,  go  untaxed. 

Let's  take  the  case  of  the  single  most  widely  traded  futures  contract  in  the  world. 
It  just  happens  to  be  the  U.S.  Treasury's  Bond  fiiture  and  it  is  traded  at  the  Chicago 
Board  of  Trade  (CBOT).  The  goverrmient  issues  bonds  to  raise  funds  to  finance  its 
deficit,  and  refmance  its  outstanding  debt.  Such  bonds  are  issued  regularly,  by  auction, 
in  a  variety  of  different  maturities.  Interest  rates  on  other  obligations,  such  as  fixed-rate 
mortgages,  are  effectively  linked  to  the  yield  on  longer  term  government  bonds.  Shorter 
term  ones  are  tied  to  adjustable  rate  mortgages,  and  so  forth,  in  the  same  way. 

The  worldwide  trading  in  U.S.  bond  futures  makes  a  mockery  out  of  all  the  pious 
nonsense  that  is  uttered  about  "cutting  the  deficit,"  and  "getting  the  growth  of  the 
national  debt  under  control." 

In  1992,  a  whopping  71,099,955  contracts  in  this  future  were  traded.  That  figure 
represents  one-quarter  of  all  contracts  of  all  types  traded  on  the  CBOT,  which  is  the 
world's  largest  exchange.  The  notional  principal  value  of  the  underlying  bond  of  the 
U.S.  Treasury  Bond  contract  is  $100,000.  It  is  usually  a  bond  of  15  years  or  longer 
maturity.  The  speculator  buying  this  contract  does  not  pay  $100,000,  but  only  a  fiaction 
of  that,  which  is  called  the  "initial  margin  requirement."  Margin  requirements  vary  fi-om 
contract  to  contract,  but  for  this  one,  the  initial  margin  required  is  $2,025.  The  leverage 
in  this  contract  is  the  notional  principal  amount,  or  $100,000,  divided  by  the  margin 
bond  requirement  of  $2,025.  Thus  the  leverage  is  a  spectacular  49  to  1. 
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Assume,  for  a  moment,  that  the  bond  underlying  this  contract  is  a  1 5-year  bond 
bearing  an  initial  yield  of  8  percent.  Assume  further  that,  during  the  first  hour  of 
trading,  the  interest  rate  on  15-year  Treasury  bonds  fell  marginally  to  7.995  percent.  As 
bond  yields  are  inverse  to  prices,  that  would  push  up  the  price  of  the  bond  to  $100,050. 
The  speculator  holding  a  U.S.  Treasury  Bond  contract  has  made  a  $50  profit  (to  realize 
it,  he  must  either  take  physical  delivery  of  the  bond,  or  sell  the  contract  to  someone). 
That  $50  represents  a  rate  of  profit  on  the  investor's  original  margin  investment  of 
$2,205,  of  2.47  percent. 

The  reader  may  think  that  $50  is  a  very  small  return.  Not  at  all. 

First,  speculators  in  these  markets  play  with  very  large  volumes.  A  speculator 
may  buy  100  contract  units  of  U.S.  Treasury  bond  futures  on  the  CBOT,  meaning  that 
the  profit  realized  in  one  hour  of  trading  (less  commissions,  etc.)  is  $50  times  100,  or 
$5,000. 

Second,  the  actual  rate  of  return  placed  on  a  daily  or  yearly  level  is  huge.  For 
example,  were  the  speculator  to  continue  to  realize  this  2.47  percent  hourly  rate  of  profit 
for  a  week,  his  rate  of  return  would  be  above  85  percent.  Who  will  invest  in  steel 
plants,  which  return  about  5  percent  per  year,  when  spectacular  rates  of  return  can  be 
made  in  the  derivatives  market  in  a  week's  worth  of  trading? 

Now,  if  the  EIR-LaRouche  0.1  percent  transaction  tax  is  levied  against  the 
$100,000  notional  principal  amount  of  the  U.S.  Treasury  Bond  contract  that  has  been 
purchased,  the  tax  would  yield  $100,  and  could  be  collected  by  the  exchange.  But,  in 
this  example,  the  tax  is  a  necessary,  unbridgeable  hurdle:  The  speculator  will  pay  more 
in  tax  ($100)  than  his  profit  ($50).  The  EIR-LaRouche  tax  makes  the  deal  unprofitable. 

Just  to  break  even  to  cover  the  cost  of  the  transaction  tax,  the  speculator  would 
have  to  make  $100  profit,  which  represents  a  rate  of  profit  of  5  percent  on  this 
particular  transaction.  To  go  over  breakeven,  the  speculator  would  have  to  make  $150 
or  so,  representing  a  7.5  percent  rate  of  profit  on  his  investment.  The  chance  that  a 
Treasury  bond  will  move  up  $150  in  an  hour  is  slim,  although  hardly  impossible, 
especially  in  a  manipulated  market.  But  markets  can  turn  very  suddenly,  as  speculators 
very  well  know.  In  markets,  in  which  the  time  it  takes  to  transact  a  trade  is  measured 
in  flections  of  a  second,  a  speculator  can  be  severely  burned  if  he  is  constrained  to  wait 
in  the  market  long  enough  for  it  to  realize  a  fiill  5-7.5  percent  rate  of  return.  If  it 
doesn't  in  that  time  fi-ame,  and  the  market  jolts  the  other  way,  he  is  doomed. 

The  threshold  level  for  real  or  net  profitability,  introduced  by  the  0.1  percent 
transaction  tax,  will,  like  a  surgical  tool,  slash  trading  in  this  market  instrument  by  at 
least  one-fifth  to  one-quarter  of  its  volume,  puncturing  this  market,  and  beginning  to  dry 
it  out:  precisely  as  the  tax  is  intended. 
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In  this  way  the  tax  knocks  the  bottom  out  of  the  existing  high  turnover 
speculative  market  in  U.S.  government  debt,  which,  at  $300  billion  per  day,  is  second 
only  to  foreign  exchange  markets  in  size.  Bringing  that  monster  under  control  is  the 
prerequisite  to  stabilizing  the  financial  side  of  the  government's  operations,  and  bringing 
interest  rates  and  credit-generation  back  under  control. 

The  Stock  Index  Future 

The  other  example  is  the  Major  Market  Index  (MMI),  which  is  also  traded  on  the 
Chicago  Board  of  Trade.  The  MMI  is  an  average  of  a  basket  of  20  leading  stocks,  such 
as  AT«&T,  Du  Pont,  or  Mobil,  and  is  the  favorite  of  the  program  traders.  By  using  the 
MMI  in  the  Chicago  futures  market,  they  can  send  the  Dow  Jones  Industrial  Average 
gyrating  up  and  down.  The  MMI  was  one  of  the  chief  culprits  behind  the  October  1987 
stock  market  crash.  The  notional  principal  of  the  underlying  MMI  contract  is  calculated 
by  a  formula,  which  is  500  times  the  MMI  index's  closing  price.  On  May  13,  the  MMI 
index  closed  at  $356.40,  so  the  notional  principal  amount  of  the  MMI  futures  contract 
was  $178,200.  The  initial  margin  requirement  that  a  speculator  must  commit  to  buy  an 
MMI  futures  contract  is  only  $5,400.  The  leverage  built  into  this  contract  is  32  times. 

Assume  that  the  MMI  index  trades  upward  for  the  day  by  25  cents,  which, 
multiplied  by  500,  per  the  formula,  makes  a  profit  on  the  contract  of  $125.  However, 
the  0. 1  percent  transactions  tax  for  the  single  trade  in  the  Major  Market  Index  will  yield 
$172.  Thus,  once  again,  the  tax  level  is  higher  than  the  anticipated  profit.  A  trader  in 
the  MMI  contract  would  have  to  make  more  than  3.2  percent  on  his  margin  investment 
to  go  over  breakeven.  Again,  the  trading  volume  of  the  market  in  this  destructive 
contract  will  shrink. 

This  is  how  the  tax  acts  to  exert  reverse  leverage.  The  higher  the  leverage  of  the 
transaction,  as  in  the  case  of  the  U.S.  Treasury  Bond  futures  contract,  the  more  bite  the 
derivative  tax  takes,  thereby  shrinking  the  markets.  In  the  case  of  stocks  traded  on  the 
New  York  Stock  Exchange,  the  effect  is  important,  but  less  remarkable.  The  tax  is 
applied  in  similar  fashion  to  every  section  of  financial  derivatives  markets,  such  as 
currency  and  interest-rate  swaps  held  by  the  banks  in  the  United  States. 

If  one  adds  up  the  annual  transactions  in  all  the  diverse  segments  of  the  financial 
derivatives  market — ^the  many  and  varied  derivatives  in  currencies,  stocks,  bonds, 
interest  rate  futures,  commodities,  etc — ^the  sum  of  the  notional  principal  traded  value 
is  between  $100  and  $125  trillion.  A  precise  figure  does  not  exist,  in  part  because  of 
the  different  trading  exchange  and  government  regulatory  bodies  have  not  compiled 
figures  for  the  different  segments  of  the  market — ^and  do  not  want  to — because  it  would 
expose  how  large  the  markets  have  become.  It  can  be  assumed  that  the  tax  will  reduce 
trading  volume,  and,  in  parallel,  a  roughly  corresponding  dollar  volume,  in  all  the 
fmancial  and  financial  derivative  markets  by  at  least  one-fifth  to  one-quarter,  or  perhaps 
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larger.  The  reduction  will  occur  within  a  matter  of  weeks  of  the  application  of  the  tax, 
so  that  the  derivatives  market  against  which  the  EER-LaRouche  tax  can  be  applied  will 
be  reduced  to  a  low  of  $75  trillion  or  a  high  of  $100  trillion.  A  tax  of  this  range  of  0.1 
percent  will  yield  $75  to  $100  billion  in  annual  revenue.  After  the  first  year,  because 
the  tax  is,  in  part,  a  "sin"  tax,  the  tax  revenue  will  be  smaller.  However,  as  every 
congressman  and  senator  caught  in  the  budget  debate  will  admit,  such  a  tax  produces 
a  very  large  revenue  figure. 

Most  importantly,  the  tax  harms  nothing  essential  and  will  lance  a  growing 
malignancy.  Therefore,  either  derivatives  and  their  users  will  submit  to  an  exercise  of 
national  will,  or  the  country  will  submit  to  the  continued  rule  of  those  who  employ 
derivatives. 
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Hierarchy  of  financial  transactions 
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Ai  one  proceed*  downward  In  the  chart,  transactions  have 
increasingly  less  bearing  on  processes  in  the  real  physical 
economy. 


TABLE  1 

Derivatives  markets  exploded  in  late  19808 

(notional  principal  amount  outstandir>g  at  year  and,  billions  $) 


Instrument 


1986 


1907 


1988 


1989 


1990 


1991 


Exchanga-tradad  instfumants 
Interest  rats  futures 
Interest  rate  optiortt 
Currency  futures 
Currency  options 
Stock  market  indax  tuturas 
Options  on  stock  market  MaxM 

Over-lfie-countar  instruments 
Interest  rate  swaps 

Currency  arid  cross-currency  Intaratt  lata  cwaps 
Otttar  derivativs  instruments 

Total  derivatlvea  outstanding 


583 

S  72S 

SI. 300 

$1,762 

$2284 

S3.518 

370 

488 

895 

1.201 

1.454 

2.159 

146 

122 

279 

387 

600 

1.072 

10 

14 

12 

16 

16 

18 

39 

60 

48 

50 

56 

58 

15 

18 

28 

42 

70 

77 

3 

23 

38 

66 

88 

132 

500 

867 

1.330 

2,402 

3.451 

4,080 

400 

683 

1.010 

1.503 

2.312 

2.750 

100 

184 

320 

449 

578 

807 

- 

- 

- 

450 

561 

577 

1,083 


1,892 


2,630 


4,264 


S.73S 


7,598 


8oum:  Bank  kx  InMmitkinal  Seltlements.  Rtcant  Oeveloipmantt  in  m^rrmtiontl  Intutu*  IWuiom,  Basle.  Swttenand.  Octotwr  1992. 
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Hierarchy  of  financial  transactions 


Currencies    I    ^  -Bonds       I  -  "^Stocks    -•i  Commodities 
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As  one  proceeds  downward  in  the  chart,  transactions  have 
Increasingly  less  bearing  on  processes  in  the  real  physical 
economy. 


TABLE  1 

Derivatives  markets  exploded  in  late  1980s 

(nobonal  principal  amount  outstanding  at  year  end,  billions  $) 


Instrument 


1986 


1987 


1988 


1989 


1990 


1991 


Exchange-traded  instruments  $   583 

Interest  rate  futures  370 

Interest  rate  optortt  146 

Cun-ency  futures  10 

Currency  options  39 

Stock  rT\arket  Index  futures  15 

Options  on  stock  market  indexes  3 

Over-the-counter  instruments  500 

Interest  rate  swaps  400 

Currency  and  cross-currency  interest  rate  swaps  100 

Other  derivative  instruments  - 

Total  derivative*  outstanding  1,083 


725 

$1,300 

$1,762 

$2,284 

$3,516 

466 

895 

1^01 

1,454 

2.159 

122 

279 

387 

600 

1.072 

14 

12 

16 

16 

18 

60 

48 

50 

56 

59 

IB 

28 

42 

70 

77 

23 

38 

66 

SB 

132 

867 

1.330 

2,402 

3,451 

4.080 

683 

1.010 

1,503 

2,312 

2.750 

184 

320 

449 

578 

807 

_ 

- 

450 

561 

577 

1,592 


2.630 


4,264 


5.735 


Source  Bar*  for  Interrutional  Settlements.  Raetnl  Developments  in  International  InteiDank  Relations.  Basle.  Switzerland.  Oclotwr  1992. 
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FI0URE1 

Derivatives  compared  to  U.S.  corporate 
financing  and  stock  market  capitalizations 
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FIGURE  3 

Derivatives  activities  compared  to  balance 
sheet  assets  at  big  U.S.  banks 

(billions  $) 
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FIGURE  4 

The  City  of  London  dominates  wortd 
currency  trading 
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Annual  global  grain  production  is  below  level 
required,  1981-1991 
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Rapid  rise  In  number  of  U.S.  citizens 
receiving  food  aid  stamps 
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FIGURE  5 

International  commercial  and  aid  shipments 
of  grain  have  not  Increased  to  fill  needs 
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Spectacular  growth  of  unemployment  in  the  West 

(in  millions) 


YMr  Canada  EC-12  France  Germany  Italy  Japan        UnHed  Kingdom       United  Statea 
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'The  number  of  unemployad  tn  Germany,  tor  1969-91,  reflects  solely  West  Germany  The  number  changes  in  1992  and  i993lo  reflect  the  number  lor  unitiad 
Germany  as  a  whole  Accordirtg  to  the  Burxlesbank,  V\e  figures  lor  the  number  of  unemployed  in  the  former  Weslem  portion  ot  Gemtarty.  are  1 .8  millton  in 
1992,  and  2  2  million  thus  lann  1993 
••  The  number  of  urvemployed  in  1993  is  based  on  the  reponing  lor  either  March,  Apnl,  or  May.  depending  on  the  country 

Source  Embassies  of  Canada.  France.  Germany,  and  Italy.  Japanese  Eviemai  Trade  Organization.  Bntish  Information  Service.  US  Bureau  of  LatJor  Statistics. 
Oepanment  of  L3bor.  Delegation  of  the  Commission  of  the  European  Communities 
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Off-balance-sheet 
activities  of 
German  banks 


Off-balance-sheet  activities  are  on  the 
acJvance  in  global  financial  markets. 
German  banks,  too,  could  not  and 
would  not  disregard  the  innovation 
process  that  is  under  way,  especially  as 
"propensity  to  innovate"  has  mean- 
while become  a  factor  which  is  not  to 
be  underestimated  in  competition  be- 
tween the  major  institutions  and  fin- 
ancial centres. 


Most  players  in  the  financial  market 
welcome  these  activities.  On  the  other- 
hand,  in  view  of  the  exceptionally 
rapid  growth  of  these  activities  and 
the  scale  they  have  now  reached,  cent- 
ral banks  and  banking  supervisors  in 
particular  are  increasingly  drawing  at- 
tention to  the  risks  they  pose  to  the 
stability  of  the  financial  markets. 


Overview 


Off-balance- 
sheet  activities 


Nowadays,  if  reference  is  made  to  off- 
balance-sheet  activities,  the  term  is  mostly 
understood  to  signify  forward  contracts  in 
the  broadest  sense,  and  especially  what  are 
known  as  derivative  (derived)  contracts,  such 
as  financial  swaps,  futures  and  options,' 
which  are  often  also  designated  as  financial      Derivative 

^L  .     ,.  .       -  transactions/ 

innovations,  even  though  this  term  in  fact      financial 
covers  a  much  broader  range  of  products. 
Whereas,  for  instance,  in  the  case  of  tradi- 
tional forward  foreign  exchange  transactions 


innovations 


1  For  explanatory  notes  on  indivrdual  off-balance-sheet 
activities,  see  the  Annex  at  the  end  of  this  article 
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ar.d  sec'jr't.es  transactions,  delivery  of  the 
fcre'gr:  exchange  or  securities  and  payment 
of  the  equivalent  have  to  be  effected  at  ma- 
turity and  hence  a  corresponding  amount  of 
liquidity  IS  required,  in  the  case  of  derivative 
transactions,  financial  assets  or  liabilities 
merely  provide  the  basis  for  generating  cash 
flows  or  offsetting  payments. 

The  arbitrary  combination  of  derivative  un- 
derlying instruments  and  the  derivation  of 
hybrid  products  from  them  is  quite  custom- 
ary, as  IS  demonstrated  by  for  instance,  op- 
tions on  financial  swaps  ("swaptions").  op- 
tions on  options,  options  on  forward  con- 
tracts, forward  contracts  on  forward  con- 
tracts or  forward  contraas  on  financial 
swaps  This  leads  not  only  to  a  profusion  of 
products  that  can  hardly  be  kept  track  of.  but 
also  to  a  higher  degree  of  complexity,  imped- 
ing the  due  calculation  and  management  of 
positions  and  the  assessment  of  the  nsk  situ- 
ation Index  contracts  (in  paaicular  stock  and 
interest  rate  index  contracts)  where  a  corres- 
ponding "basket",  rather  than  individual  fin- 
ancial assets  or  liabilities,  is  used  as  a  refer- 
ence variable  and  for  portfolio  management, 
have  likewise  long  gained  acceptance  m  prac- 
tice In  addition,  banks  are  increasingly  be- 
coming market  players  in  the  commodity 
futures  markets,  in  particular  the  Anglo- 
American  ones,  thus  entering  a  market  which 
does  not  rank  among  their  traditional  fields 
of  activity.  Most  recently  besides  the  con- 
tracts concluded  between  the  counterparties 
direct,  options  that  are  evidenced  by  certific- 
ates (warrants)  appear  to  be  gaming  ground 
The  various  contraas  are  traded  and  settled 
either   in   standardised   form   on   stock   ex- 


changes or  "customised"  in  individual  lots  m 
the  unregulated  (over-the-counter  -  OTC) 
market,  and  hence  are  subject  to  widely  dif- 
fering legal  and  operational  underlying  con- 
ditions 

Off-balance-sheet  aCTivities  in  the  broadest 
sense  are  basically  nothing  new  to  German 
banks.  After  all,  guarantees,  lines  of  credit, 
documentary  credits  and  other  traditional 
banking  transartions.  as  well  as  what  are 
known  as  subsidiary  agreements  and  special 
clauses  agreed  for  traditional  banking  busi- 
ness, such  as  termination  rights,  repurchase 
commitments,  interest-rate-capping  agree- 
ments and  the  like,  are  shown  in  bank  bal- 
ance sheets  either  not  at  all  or  only  as  contin- 
gency Items  "below  the  line"  Even  so,  they 
exercise  an  impact  on  the  banks'  correspond- 
ing nsk  positions  Analysing  them  in  formal 
legal  terms,  incidentally,  often  obscures  the 
fact  that  they  incorporate  elements  of  op- 
tions or  forward  contracts,  similar  to  derivat- 
ive transactions  This  applies,  for  example, 
also  to  the  securities  loan  and  repurchase 
transaaions  which  have  recently  become 
common  in  the  German  securities  market. 
Inclusion,  on  the  basis  of  material  risk  ele- 
ments, of  such  transaaions  or  transaction 
segments  in  determining  positions  would 
therefore  be  consistent. 

Initially  German  banks  tended  to  be  reluaant 
to  embark  on  aaivities  involving  derivative 
products  These  produas  can  be  used  to 
hedge  or  run  individual  nsk  positions.  They 
were  designed  with  the  idea  of  hedging' 
being  the  main  consideration  These  instru- 
ments permit  more  flexible  asset  and  liabihr/ 


Traamorai  or. 
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management  They  have  helped  to  strengthen 
the  soundness  of  financial  institutions  and 
thus  of  the  financial  markets.  On  the  other 
hand,  the  instruments  may  also  be  used  for 
speculative  purposes,^  which  is  obviously  - 
fostered  by  the  volatility  of  the  markets  - 
being  done  on  a  major  scale,  for  the  buoyant 
global  growth  of  derivatives  can  no  longer  be 
ascribed  mainly  to  a  pent-up  demand  for 
hedging  foreign  exchange,  interest  rate  and 
other  exposures. 

A  common  feature  of  all  forward  contracts  is 
that  they  are  concluded  with  little  or  no  cap- 
ital input,  and  therefore  operate  like  levers 
(leverage  effect)  To  the  extent  that  the  con- 
tracts give  rise  to  open  positions,  the  con- 
tracting parties  are  exposed  to  differing  mar- 
ket price  risks,  such  as  foreign  currency,  inter- 
est rate,  share  price.  Index  and  commodity 
price  risks.  But  even  if  positions  are  initially 
closed  (hedged  positions),  losses  may  be  in- 
curred in  the  event  of  the  default  of  a  coun- 
terparty if  positions  that  are  then  open  again 
can  be  closed  once  more  on  worse  terms 
only  Existing  nsks  can  be  transferred  to  other 
market  players  by  means  of  derivative  trans- 
actions, and  thus  averted  from  the  individual 
bank  But  as  far  as  the  financial  system  as  a 
whole  IS  concerned,  such  risks  have  been 
eliminated  only  if  they  can  be  matched  by  the 
transferee  counterparty  by  contrary  risks. 
Nevertheless,  the  mere  spreading  of  the  risks 
among  several  other  market  participants  may 
have  a  stabilising  effect  on  the  financial  sys- 
tem. For  the  rest,  the  transactions  mentioned 
call  for  specific  risk  assessment  and  captur- 
ing, tailored  to  their  special  characteristics, 
without   which   a   responsible   handling   of 


transactions  is  not  possible  Moreover,  in  pro- 
portion as  the  volume  of  off-balance-sheet 
activities  increases,  the  informative  value  of  a 
bank's  balance  sheet,  as  far  as  the  bank's  risk 
situation  IS  concerned,  decreases,  the  distri- 
bution of  risks  becomes  generally  less  clear 

The  Deutsche  Bundesbank  and  the  Federal 
Banking  Supervisory  Office  have  closely  mon- 
itored trends  in  more  recent  off-balance- 
sheet  activities  from  the  very  outset  In  order 
to  enhance  the  transparency  of  transactions, 
and  counteract  the  nsks  involved  by  means  of 
appropriate  regulations,  data  on  financial  fu- 
tures contracts'  were  collected  as  a  memo 
Item  already  from  January  1986  in  the  Prin- 
ciple la  reports,  and  from  mid-1986  financial 
swaps  and  forward  securities  transaaions 
were  included  in  the  data  collection  There 
were  indications  of  such  dynamic  growth 
that  It  was  necessary  to  limit  the  risks  posed 
by  the  new  activities  From  October  1,  1990 
the  counterparty  (replacement)  risks  con- 
tained in  the  contraas  were  therefore  in- 
cluded in  the  risk  assets  to  be  backed  by 


2  For  example,  the  exchange  risk  posed  by  a  foreign 
currency  asset  amounting  to  US$  100  00  (long  position) 
can  be  closed  by  concluding  an  offsetting  "currency 
futures  contract"  if  the  latter  incorporates  the  right  to 
the  delivery  of  likewise  USS  100  00  at  a  set  price  Instead 
of  delivery,  an  offsetting  payment  (payment  of  the  differ- 
ence) amounting  to  the  difference  between  the  conirart 
price  and  fhe  market  price  ruling  on  the  senlement  date 
may  be  agreed  While  the  bank  must  sell  at  current 
market  rates  the  USS  100  00  received  in  connection  with 
the  repayment  of  the  loan,  any  exchange  losses  that 
might  arise  are  offset  by  its  claim  under  the  futures 
contract  for  the  difference  to  be  offset 

3  If  there  were  no  matching  open  position,  the  conclu- 
sion of  a  currency  futures  contract  would  give  rise  to  an 
exchange  rate  exposure  since  the  bank  would  be  obliged 
to  make  an  offsetting  payment  if  exchange  rate  move- 
ments were  unfavourable  to  it. 

4  Data  on  the  nominal  amounts  of  interest  rate,  index, 
precious  metal  and  currency  futures  contracts  were  re- 
quested. 
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Capital  backing 
and  limitation 
since  Oao- 
ber  1,  1990 


capital,  in  line  with  the  Basle  Capital  Accofd 
and  in  view  of  the  EC  Solvency  Directive. 
which  was  to  be  implemented  by  January  1, 
1 993  anyway.  A  limit  was  set  to  market  prKe 
risks  in  Principle  la.'  As  not  only  interest  rate 
and  currency  contracts,  but  also  contracts 
involving  other  price  risks,  such  as  stock,  in- 
dex and  commodity  price  contracts,  are  cov- 
ered, virtually  all  new  activities  are  subject  to 
prudential  capital  requirements  or  limits.  As 
far  as  risk  limitation  is  concerned.  Geniian 
banking  supervisors  have  thus  at  an  early 
stage  gone  one  step  further  than  the  interna- 
tional capital  standards  adopted  until  then. 
At  the  same  time,  the  banks'  risk  awareness 
in  respect  of  off-balance-sheet  activities  has 
been  significantly  sharpened,  which  has  con- 
tributed to  stabilising  the  markets. 

The  prudential  returns  concerning  Prirnaples  I 
and  la,  supplemented  by  some  banking  stat- 
istics, provide  the  Deutsche  Bundesbank  and 
the  Federal  Banking  Supervisory  Office  with 
relatively  extensive  insight  into  the  types  and 
volume  of  these  activities  Admittedly,  ttiere 
are  still  no  comprehensive  statistics  available 
to  market  players  as  well.  Proposals  by  ttie 
Deutsche  Bundesbank  to  the  effect  that  dis- 
closure in  this  field  should  be  enhanced  by 
increasing  the  information  published  in  the 
banks'  annual  reports  were  rejected  at  the 
time  by  the  banking  industry;  an  opportunity 
to  disclose  risk  concentrations  at  individual 
institutions  to  market  players  as  well,  as  is 
widely  done  in  the  United  States,  for  ex- 
ample, was  thus  wasted  Higher  disclosure 
standards  would  enable  market  partiapants 
to  assess  counterparty  activities  more  effect- 
ively   and    strengthen    the    nrtarket's    self- 


regulating  powers  The  approaches  to  im- 
proving international  statistics  currently  being 
discussed  by  central  bank  experts  from  G-10 
countnes  with  a  view  in  particular  to  enhan- 
ang  the  soundness  of  financial  systems  could 
make  a  major  contnbution  to  increasing  the 
transparency  of  these  activities. 

In  the  past,  the  Deutsche  Bundesbank  has 
commented  on  various  occasions  on  recent 
developments  in  the  financial  markets  and 
fias  also  published  some  individual  data  '  Be- 
low, the  data  reported  by  the  banks  for  the 
Monthly  Balance  Sheet  Statistics  and  Pnn- 
dples  I  and  la  are  presented  in  aggregated 
form  as  at  the  end  of  June  1993  (see  in 
particular  the  tables  m  the  Annex)  This  is 
intended  to  provide  market  players  and  other 
interested  parties  with  an  overview  of  the 
types  and  scale  of  the  activities  in  question 
and  to  contnbute  to  greater  transparency  in 
ttie  Gerrr>an  market. 


Transparency 
by  the  publica- 
tion of  t>3nkir)g 
statistical  and 
prudential  data 


Overview  of  the  transactions 

The  statistics  show  that  the  growth  of  off-  Sustained 

balance-sheet  activities  in  general  and  of  de-  bai^ce^sheet 

rivative   products   in   particular,   which   has  aamties 


5  See  Deutsche  Bundesbank.  The  new  Principles  I  and  la 
Concerning  the  Capital  of  Banks,  Monthly  Report.  Au- 
gust 1990,  page  39.  the  Principles  were  revised  again  as 
at  January  I.  1993.  see  Deutsche  Bundesbank,  Principles 
Concerning  the  Capital  and  Liquidity  of  Credil  InsTitu- 
dons.  Monthly  Repoa  March  1993.  page  49 

6  Deutsctie  Bundesbank,  Innovation  m  mternalional 
banking.  Monthly  Report.  April  1986.  page  25.  Deutsche 
Bundesbank.  r4ew  off-balance-sheet  financial  instru- 
ments and  tfieir  implications  for  banks  in  The  Federal 
Republic  of  Germany,  Monthly  Report,  April  1987. 
page  23.  Deutsche  Bundesbank,  Financial  centre  Ger- 
n»iy  underlying  conditions  and  recent  developments. 
Monthly  Report,  March  1992,  page  23 
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been  evident  since  about  the  middle  of  the 
eighties  and  been  extremely  buoyant  at  times, 
IS  continuing  unabated  Thus,  both  the  total 
volume  of  such  activities  and  the  large  variety 
of  products  and  the  number  of  banks  playing 
In  the  market  have  increased  continuously 
over  the  period  under  review,  even  if  the  rate 
of  growth  was  not  quite  so  marked  in  the  last 
quarter  of  1991  and  in  1992.  This  expansion 
may  be  fuelled  mainly  by  the  general  spread 
of  the  requisite  produrt  and  market  know- 
ledge. On  the  other  hand,  it  may  have  been 
the  increased  short-term  volatility  of  prices  in 
the  exchange  and  stock  markets  and  interest 
rate  movements  that  made  it  seem  advisable 
to  some  banks  and  other  market  players  to 
manage  their  positions  more  flexibly,  and  of- 
ten more  cost-effectively  than  is  possible  with 
on-balance-sheet  transactions  by  engaging  in 
derivative  transactions  The  associated  broad- 
ening of  the  markets  is  basically  welcome  in 
view  of  the  fart  that  this  tends  to  cause  mar- 
ket liquidity  to  increase  A  large  part  of  these 
artivities  is  transarted  "only"  between  banks 
and  other  financial  institutions  To  the  extent 
that  business  in  individual  derivative  produrts 
is  confined  to  a  few  institutions  arting  as 
market  makers,  the  viability  of  the  market 
segment  concerned  could  be  adversely  af- 
ferted  if  extreme  supply  or  demand  conditions 
obtained  In  the  event  of  the  collapse  of  a 
market  segment,  resultant  disruptions  might 
also  spill  over  to  neighbouring  market  seg- 
ments -  in  particular,  however,  to  the  spot 
market.  A  broadening  of  the  markets  for  de- 
rivative products  IS  therefore  in  the  interests  of 
the  overall  stabilisation  of  the  markets.  But  the 
more  new  produrts  are  tailored  to  the  specific 
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Scale  of  off- 
balance-sheet 
aaivities  almost 
equ'/^lert  to 
the  total  vol- 
ume of  busi- 
ness 


Traditional  for- 
ivard  exchange 
and  forward 
secunties  trans- 
actions account 
tor  over  40% 
of  all  ofi- 
balance-sheet 
activities 
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tna:  of  on-bai- 
dr.ce-rneer  op- 
^rafry^s 


needs  of  market  players,  the  narrower  the 

individual  market  will  be. 

In  the  aggregate,  all  major  off-balance-sheet 
aaivities'  had  reached  a  total  of  DM  6.116 
billion  by  the  middle  of  this  year,  thus  ac- 
counting for  90%  of  the  volume  of  business 
of  all  German  banks '  In  terms  of  the  volume 
of  business  of  the  827  banks  which  engage 
in  such  activities,  the  share  inaeases  to  no 
less  than  11 3  %  Almost  all  of  the  activities  of 
some  institutions  with  highly  specialised  busi- 
ness consist  of  off-balance-sheet  operations. 
This  illustrates  the  degree  to  which  the  in- 
formative value  of  balance  sheets  as  a  guide 
to  the  overall  business  of  banks  has  been 
reduced. 

At  a  total  volume  of  DM  2.512  billion,  tradi- 
tional forward  foreign  exchange  contracts 
continue  to  be  of  great  significance,  how- 
ever, for  German  banks  If  such  contracts,  as 
well  as  forward  securities  transactions,  are 
left  out  of  account,  the  volume  of  the  re- 
maining derivative  off-balance-sheet  artiv- 
ities,  at  a  total  of  DM  3,580  billion,  still  makes 
up  53%  of  the  volume  of  business  of  all 
German  banks  An  analysis  of  the  average 
quarterly  rates  of  growth  of  the  activities  con- 
cerned brings  out  particularly  clearly  the  dy- 
namic expansion  of  derivative  activities  over 
the  past  2  Vi  years  While  on-balance-sheet 
transaaions  have  grown  at  an  average  rate 
of  only  1  7  %  and  traditional  forward  foreign 
exchange  and  forward  securities  contracts  by 
4  9%,  the  growth  rate  of  derivative  activities 
was  12  5%.  and  thus  over  seven  times  that 
of  on-balance-sheet  business  Banks  and  their 
customers  seem  to  have  increasingly  recog- 


nised the  advantages  of  using  derivative  in- 
struments, also  in  the  light  of  profitability 
considerations. 

For  the  individual  categories  of  banks,  the 
significance  of  the  growth  and  scale  of  deriv- 
ative activities  differs  Thus,  there  was  initially 
a  marked  gap  between  German  big  and  re- 
gional banks  and  the  branches  of  foreign 
banks,  on  the  one  hand,  and  the  remaining 
sectors  of  the  banking  industry,  on  the  other 
Major  factors  in  this  connection  were  prob- 
ably both  the  differences  in  the  provision  of 
these  institutions  with  the  necessary  highly 
specialised  staff  and  the  differences  in  the 
pattern  of  customers'  demand  for  banking 
services  While  in  the  first  few  years  of  the 
"innovation  wave"  their  lead  in  know-how 
made  the  domestic  subsidiaries  and  branches 
of  foreign,  in  particular  Anglo-American,  in- 
stitutions pace-setters  in  the  development  of 
these  instruments.  German  institutions  have 
meanwhile  been  catching  up  The  regional 
institutions  of  the  savings  bank  and  credit 
cooperative  sectors,  too,  have  increasingly 
added  derivative  instruments  to  the  range  of 
their  activities  Even  primary  institutions  in 
these  sectors  of  the  banking  industry  are 
more  and  more  involved  in  business  with 
derivative  products  Thus,  300  savings  banks 
and  CTedit  cooperatives  are  now  using  deriv- 
ative products  Transactions  between  the  rp- 


7  Hyv.atti  enc^anoe  corzracs  *0'.-.-.'C  ■-".■-  -i'  ■ 
actions.  financ.a'  swaps,  for^'.a'O  ccva"^  '-'.-'tr.  .o*- 
iracis,  forward  raTe  agree-'^'^is  ano  f^r  .*&  a' 3  oc*- 
Ttons.  no  f-gures  are  avaiiaote  or  securities  e"C-'C  op- 
erations, the  nsfcs  of  wTiicn  are  no!  cufy  'e*.ecTea  '- 
balance  sheet  items 

8  By  way  o;  comoaiison,  the  figjres  tO'  the  end  O'  1992 
kwe  DM  S.38C  billion  i83«o.'.  ano  tnose  lo-  me  ena  oi 
1991  DM  3.534  »iilior"58% 
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gional  and  local  institutions  are  apparently  of 
particular  importance  in  this  connection,  be- 
cause -  much  as  in  the  case  of  traditional 
liquidity  adjustment  -  the  regional  institutions 
initially  take  over  the  primary  institutions'  po- 
sitions in  derivative  instruments  and  then,  if 
necessary,  pass  them  on  to  the  market  in 
aggregated  form.  At  18%,  the  market  share 
of  the  overall  savings  bank  and  credit  co- 
operative sector  in  all  derivative  operations  is, 
however,  still  comparatively  small. 

Types  of  activities 

Among  the  individual  types  of  off-balance- 
sheet  activities,  forward  contracts,  account- 
ing for  about  60  %,  predominate  in  Germany 
However,  as  mentioned  before,  this  share  is 
mainly  attributable  to  traditional  forward  for- 
eign exchange  contracts.  Excluding  such  con- 
tracts, the  volume  of  the  remaining  derivative 
forward    contracts    (futures,    forward    rate 
agreements,  fonward  contracts  on  swaps  and 
the  like)  is  DM  995  billion,  that  of  option 
business  DM  1,215  billion  and  that  of  finan- 
cial swaps  DM  1,370  billion  (including  foreign 
subsidiaries,  DM  1,594  billion).  About  90% 
of  the  financial  swaps  are  interest  rate  swaps. 
At  the  end  of  1992  the  global  swap  volume 
was  some  US$  4,710  billion.  German  banks' 
share  in  this  figure  amounts  to  an  estimated 
10%.'  While  the  types  of  activities  men- 
tioned grew  at  different  rates,  they  expanded 
continuously  -  albeit  with  some  fluauations. 
Over  the  past  2  'A  years  the  quarterly  rate  of 
growth  of  German  banks'  financial  swaps  has 
averaged  11%.  Derivative  forward  contracts, 
by  contrast,  have  risen  at  an  average  rate  of 
12%  and  options  by  16%.  Over  the  same 


German  banks'  derivative  transactions, 
compared  with  their  volume  of 
business 


DM  million,  end  of  June  1993 

Category  of  banks 

Derivative 
trans- 
actions 

Volume  of 
business  ' 

Derivative 
transac- 
tions as  a 
percent- 
age of  the 
volume  of 
business 

Big  banks 

1,55^.429 

849,083 

182.8 

Regional  banks 

1,042.855 

949,758 

109.8 

foreign  banks  2 

67,970 

88,119 

77  1 

Private  bankers 

54,810 

70,395 

120.5 

Regional  giro 
institutions 

555,252 

1,218,684 

45  6 

Savings  banks 

21,752 

1.283,994 

1.7 

Regional  institu- 
tions of  credit 
cooperatives 

60,540 

214,019 

28  3 

Credit 
cooperatives 

3,424 

728.702 

05 

Other  cat- 
egories of  banks 

190.536 

1,364,504 

140 

Total 

3,579,568 

6,767,258 

52  9 

1    Including  guarantees    —  2  Branches  of  enterprises 
domiciled  in  another  country 

Deutsche  Bundesbank 


period  the  number  of  German  banks  operat- 
ing in  the  individual  market  sectors  has  in- 
creased more  rapidly  in  the  case  of  financial 
swaps,  VIZ  from  200  to  342  institutions,  and 
in  the  case  of  options  from  153  to  269  in- 
stitutions. The  number  of  banks  which 
contract  derivative  forward  business  has 
mounted  slightly,  from  112  to  125  institu- 
tions. 


9  The  swap  volume  of  German  banks  is  comparable  to 
only  a  limited  extent  to  the  global  volume,  which  was 
establishetl  by  the  International  Swap  Dealers  Associ- 
ation (I5DA)  Whereas  the  double-counting  of  contracts 
between  ISDA  members  was  eliminated  from  the  I5DA 
statistics,  this  has  not  yet  been  done  in  the  case  of  the 
German  statistics  It  is  estimated  that  about  40%  of 
German  banks'  swap  contracts  have  been  concluded  as 
part  of  interbank  business,  and  thus  have  been  reported 
by  both  counterparties  The  German  swap  volume  must 
therefore  be  adjusted  accordingly  to  make  it  comparable 
to  the  ISDA  statistics 
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German  banks' 
off-balance-sheet  activities, 
by  type  of  transaction 

End  of  quarter 


1991  1992  1993 

Deutsche  Bundesbank 

The  differing  pace  of  growth  of  the  activities 
IS  likely  to  owe  much  to  their  respective 
popularity  and  complexity  Recently,  option 
business,  in  particular  options  evidenced  by 
certificates  (warrants),  appears  to  be  increas- 
ing in  importance,  even  though  this  is  not 
necessarily  indicated  by  the  growth  of  vol- 
umes Whereas  initially  the  greater  part  of 
options  evidenced  by  certificates  were  intro- 
duced to  the  market  in  combination  with 
bonds  with  options,  and  became  tradable  in 
the  form  of  detached  coupons,  warrants 
have  recently  been  issued  direct  and  traded  in 
the  individual  market  segments  of  the  Ger- 
man stock  exchanges  Thus,  the  number  of 
exchange-traded  warrants  available  m  the 
German  market  increased  by  60  °o.  from  not 
quite  900  at  the  end  of  June  1992  to  over 
1,400  at  the  end  of  June  1993 


Regarding  the  type  of  warrants,  the  circula- 
tion of  currency  warrants  and  interest  rate 
warrants  is  nsing  sharply  Their  number  has 
more  than  doubled  in  each  case  over  the  past 
year,  although  the  number  of  issuers  has  re- 
mained unchanged  at  about  25  institutions. 
Index  warrants  have  also  been  gaining 
ground  rapidly  growing  by  over  70  %  Stock 
warrants,  by  contrast,  especially  those  in  the 
form  of  call  options,  have  declined  slightly  In 
the  light  of  the  volatility  in  the  exchange 
markets  and  of  interest  rate  movements,  a 
comparatively  small  number  of  banks  appar- 
ently still  sees  earning  potential  in  sales  of 
options  evidenced  by  certificates,  viz  call  op- 
tions and  put  options  Option  business  is 
made  more  readily  accessible  to  private  in- 
vestors by  means  of  warrants,  as  these  are 
handled  by  the  stock  exchanges  in  fairly  small 
amounts 

In  view  of  the  complexity  of,  and  the  specu- 
lative elements  in,  these  transactions, 
customer-onented  counselling  by  the  banks  is 
of  particular  significance  The  option  buyer 
must  be  aware  of  the  fact  that  the  acquisition 
of  options  does  not  make  him/her  the  cred- 
itor of  a  deposit,  but  rather  the  holder  of  a 
nght,  the  value  of  which  depends  on  the 
movement  of  the  underlying  rates  and  prices 
For  the  rest,  private  investors  will  probably  be 
prepared  to  play  in  the  market  for  warrants 
on  a  lasting  basis  only  if  marke!  d'ic^g 
IS  sufficiently  transpa'en'  a'^a  t"e  r>'ice- 
determining  faaors  are  take''  -""lo  c'  ■  •■^'r. 
tion  in  a  marke'.-reiated  manner 

Exchange-traded  futures  contracts  are  st'"  o* 
comparatively  minor  significance  to  ba^>.s  in 
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terms  of  their  volume,  despite  the  listing  of 
such  products  on  the  DTB  and  other  appro- 
priate futures  exchanges.  The  wider  dissem- 
ination of  exchange-traded  contracts  is  ob- 
viously being  impeded  by  the  fact  that  such 
contracts  cannot  be  used  flexibly  enough  in 
institutions'  risk  management  owing  to  their 
standardisation. 


Currency-related  contracts 


The  banks  use  off-balance-sheet  transaaions 
to  differing  degrees  in  the  Individual  risk 
areas.  Almost  one-half  of  all  off-balance- 
sheet  aaivities  IS  related  to  foreign  curren- 
cies, over  the  past  2  'A  years  such  aaivities 
have  expanded  continuously,  from  DM  1,821 
billion  to  DM  3,01 1  billion  As  already  men- 
tioned, however,  traditional  forward  foreign 
exchange  contracts  play  a  special  role  here. 
Currency  futures  are  no  doubt  practically 
negligible.  Currency  options,  by  contrast, 
have  almost  trebled  since  the  end  of  1990, 
from  DM  105  billion  to  DM  308  billion,  but, 
at  ]u5t  over  10%  of  all  off-balance-sheet  for- 
eign exchange  transactions,  their  significance 
remains  comparatively  small.  German  banks 
have  obviously  tended  to  be  reluctant  to  use 
derivative  products  to  manage  their  foreign 
currency -positions  because  the  traditional  for- 
ward exchange  market  is  functioning  well. 

A  large  part  of  off-balance-sheet  foreign  ex- 
change business  (traditional  and  derivative 
off-balance-sheet  contracts)  is  transacted 
outside  the  stock  exchange,  i.e.  in  the  OTC 
market,  specifically,  both  between  banks  and 
between  banks  and  non-banks.  The  charac- 


teristic feature  of  OTC  business  is  that  it  is 
subject  to  less  stringent  legal  and  adminis- 
trative  requirements  than   exchange-traded 
contracts  and  that  particular  attention  must 
therefore  be  paid  to  legal  and  settlement 
risks.    The    use    of    standardised    contracts 
(known  as  "master  agreements"),  which  take 
due  account  of  the  charaaeristics  of  different 
types  of  derivative  contracts,  can  therefore 
help  reduce  risks.  The  netting  clauses  fre- 
quently agreed  as  part  of  such  agreements 
are  designed  to  reduce  the  gross  volumes 
building  up  between  two  counterparties  over 
time,  and  thus  the  counterparty  risks  they 
involve,  to  a  single  balance,  at  least  whenever 
payment  disruptions  occur.  The  extent  to 
which,  apart  from  what  are  known  as  nova- 
tion clauses'"  (which  are  everywhere  recog- 
nised  as   being   enforceable),   other  set-off 
agreements"  will  actually  hold  up  in  court  if 
one  party  is  wound  up,  is  unclear  as  far  as 
German  or  international  insolvency  law  is 
concerned,  and  in  the  absence  (to  date)  of 
any  supreme  court  decisions. 


Higher  legal 
and  adminis- 
trative risks 


roaster  agree- 
ments and  net- 
ting arrange- 
ments 


Balances  must 
hold  up  in 
court  in  bank- 
ruptcy proceed- 
ings 


Basically,  the  setting-up  of  multilateral  and,  in      Netting  and 

clearing  facil- 
particular,  multinational  netting  and  clearing      ,,,55 

facilities  IS  to  be  welcomed,  because  they 


10  Under  what  are  known  as  "novation  clauses",  two 
counterparties  agree  to  offset  mutual  claims  and  liabilit- 
ies. Novation  involves  the  adjustment  or  alteration  of 
debt,  with  the  netted  claims  and  liabilities  being  legally 
discharged  and  replaced  by  new  ones  m  the  amount  of 
the  resultant  balance 

11  In  this  conneaion  what  are  known  as  "close-out 
clauses'  are  of  particular  significance  These  are  an 
agreement  between  two  counterparties  stating  that,  in  a 
particular  event,  frequently  one  which  jeopardises  the 
contractual  relationship  (e  g  default  in  payment,  institu- 
tion of  bankraptcy  proceedings  and  the  like),  the  mutual 
contractual  relationships  are  terminated  and  cleared  The 
resultant  balance  will  be  settled.  It  is  not  yet  clear  to 
what  extent  such  set-offs  are  legally  binding  under  Ger- 
man law. 
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and  r<e  up 
DM  7  2  billion 
of  liable  capital 


enable  the  counterparty  risks  to  be  reduced 
and  payments  to  be  streamlined.  However, 
the  question  arises  as  to  the  legal  enforce- 
ability of  balances  that  are  generated,  par- 
ticularly in  the  case  of  facilities  in  which  a 
number  of  countries  participate,  since  the 
netting  procedures  must  be  compatible  with 
all  the  legal  systems  involved  The  more  legal 
systems  are  affected,  the  more  drfficult  it  will 
be  to  find  a  satisfactory  solution.  It  would  be 
In  the  best  interests  of  all  financial  markets  if 
international  insolvency  law  were  harmonised 
as  soon  as  possible  and  national  regulations 
were  brought  into  line  with  recent  develop- 
ments in  banking.  For  the  rest,  as  the  risk  of  a 
domino  effect  among  participants  is  particu- 
larly senous  in  the  case  of  multilateral  clear- 
ing facilities,  sucti  cleanng  systems  should  be 
designed  in  such  a  way  as  to  take  special 
account  of  aedit  and  liquidity  risks. 

The  Inclusion  of  off-balance-sheet  derivative 
currency  contracts  from  Octot)er  1,  1990  in 
the  calculation  of  open  exchange  positions 
under  Principle  la  has  led  to  a  marked  decline 
in  the  tanks'  reported  open  positions  Thus, 
the  banks'  average  ratio  dropped  from  7.8  % 
in  1989.  via  7.4%  in  1990  and  50%  in 
1991,  to  5.1%  In  1992.  This  supnsing  result 
shows  that  on  balance  the  contracts  men- 
tioned have  been  used  to  close  otherwise 
open  exchange  positions,  i.e.  have  tended  to 
be  used  as  hedging  devices  The  Inclusion  of 
foreign  exchange  contracts  in  Pnnciple  I 
("counterparty  nsk")"  is  tying  up  liable  cap- 
ital of  banks  In  the  total  amount  of  DM  1,2 
billion." 


Interest-rate-related  contracts 


Mainly  financial 
swaps,  fonr^ard 
rate  agree- 
ments and  op- 
tions 


At  DM  3,181  billion,  interest-rate-related 
contracts,  which,  owing  to  their  Interest  rate 
component,  also  Include  financial  swaps,  only 
slightly  exceed  the  volume  of  currency- 
related  off-balance-sheet  activities.  The  bulk 
of  these  activities  consist  of  financial  swaps 
(DM  1 ,370  billion),  fonward  rate  agreements 
(DM  693  billion)  and  interest  rate  options 
(DM  801  billion).  Although  the  volume  of 
interest  rate  futures,  which  include,  m  par- 
ticular, the  DM  futures  contracts  traded  on 
the  Deutsche  Terminborse  and  the  London 
International  Financial  Futures  Exchange 
(UFFE),  has  more  than  trebled  since  1990, 
rising  from  DM  39  billion  to  DM  129  billion, 
they  still  tend  to  play  a  rather  insignificant 
role,  accounting  for  some  4  %  of  off-balance- 
sheet  interest-rate-related  contracts.  Interest 
rate  options,  which  also  encompass  agree- 
ments limiting  the  movement  of  interest  rates 
(caps,  floors,  collars  and  the  like),  more  than 
quadrupled  over  the  same  period,  soaring 
from  DM  179  billion  to  DM  801  biHion.  They 
now  account  for  27%  of  all  off-balance- 
sheet  interest-rate-related  activities  Once 
again,  interest  rate  options  evidenced  by  cer- 


12  In  addition  to  foreign  exchange  contracts,  contracts 
involving  other  pnce  nsks  are  included  with  the  same 
weights  and  are  therefore  reflected  m  the  calculation  of 
the  capital  tied  up  Given  their  small  volume,  hcy^wever. 
the  laner  are  insignificant 

1 3  Because  of  a  special  feature  of  the  counterparty  hsk 
associated  with  forward  contracts,  i  e  the  fad  that  the 
risk  involved  is  not  the  capital  risk  in  the  amount  of  the 
underlying  principal  but  only  The  replacement  nsk  in  the 
event  of  a  default  of  the  counterparty,  the  contracts 
must  t)e  converted  into  what  are  known  as  "credit  equi- 
valent amounts"  and  weighted  with  the  relevant  coun- 
terparty weight  {maximum  weight  50%)  (for  details  see 
Deutsctie  Bundestiank.  The  new  f^nciples  I  and  la  Con- 
cerning the  Capital  of  Banks.  Monthly  Repoa.  August 
1990.  page  39) 
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tificates  (warrants)  are  of  some  importance  in 
this  connection,  too,  since  June  1992  their 
number  has  more  than  doubled,  from  not 
quite  100  to  about  230,  while  the  number  of 
issuers  (about  25)  has  increased  only  slightly. 

Not  covered  by  the  statistics  are  securities 
loans  and  repurchase  agreements  involving 
coupon  securities,  which,  having  the  charac- 
teristics of  forward  and  option  contracts, 
have  been  used  increasingly  for  the  banks' 
interest  rate  management  of  late. 

If  interest-rate-related  off-balance-sheet  ac- 
tivities are  compared  with  the  volume  of  busi- 
ness of  all  banks,  derivative  interest-rate- 
related  contracts  account  for  47%  It  is  not 
apparent  from  the  available  data  to  what 
extent  such  contracts  are  generally  used  for 
matching  interest  rate  exposures  resulting 
from  on-balance-sheet  business  or  for  run- 
ning open  interest  rate  positions.  Banks 
which  actively  use  derivative  interest-rate- 
related  contracts  for  managing  their  interest 
rate  exposure  are  likely,  however,  to  tend  to 
have  advantages  in  terms  of  potential  earn- 
ings over  those  institutions  which  must  rely 
solely  on  less  flexible  on-balance-sheet  activ- 
ities. 

Since  October  1,  1990,  interest  rate  futures 
and  interest  rate  options  have  been  limited 
by  Principle  la.  Only  a  few  credit  institutions 
are  taking  advantage  of  the  option  of  offset- 
ting open  positions  deriving  from  these  activ- 
ities against  open  positions  arising  fronn  on- 
balance-sheet  transactions  ("back-hedging"). 
The  advantages  of  such  offsetting  operations 
apparently  fail  to  outweigh  the  administrative 


costs  resulting  from  all  interest-rate-related 
business  having  to  be  geared  to  the  fixed- 
interest-rate  balance  sheet  prescribed  by  the 
supervisory  authorities  -  in  addition  to  other 
in-house  interest  rate  management  require- 
ments. Initial  fears  on  the  part  of  the  banking 
industry  about  the  limit  for  these  activities 
being  too  low  and  the  Deutsche  Terminborse 
possibly  being  impeded  have,  in  the  aggreg- 
ate, not  been  borne  out.  This  is  evident  from 
the  average  utilisatiori  of  the  limits  of  1 .6  % 
(maximum  permissible  utilisation:  14%).  The 
counterparty  risks  associated  with  all  interest- 
rate-related  contracts  are  tying  up  DIvl  0  7 
billion  of  the  banks'  liable  capital  (Principle  I). 


Transactions  involving  other  price  risks 

Transactions  involving  other  price  risks,  which 
substantially  comprise  stock  and  index  fu- 
tures and  stock  and  index  options,  continue 
to  play  a  comparatively  minor  role,  at  Dtvl 
1 1 5  billion  (5  %  of  the  volume  of  business  of 
the  banks  concerned).  This  may  owe  some- 
thing to  the  fact  that  the  share  of  equity- 
related  transactions  in  German  universal 
banks'  total  banking  business  is  likewise  tra- 
ditionally not  very  large.  Even  so,  the  volume 
of  index  contracts  in  particular,  at  DM  88 
billion,  is  now  more  than  14  times  that  of 
1990  (DM  6  billion).  This  shows  that  share 
portfolio  management  techniques  have  been 
developed  further  of  late  and  increasingly 
also  include  more  complex  products.  The  7  % 
limit  permissible  under  Principle  la  for  these 
transactions  is  utilised  by  the  banks  at  an 
average  rate  of  0.6%;  this  suggests  that  - 
with  a  few  exceptions  -  the  banks  are  able  to 
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keep  their  relevant  positions  within  the  limits 
set.  and  that  the  relevant  market  activities  are 
not  being  impeded. 

Of  late  there  has  been  evidence  of  some 
banks  in  Germany  seeking  to  extend  their 
derivative  business  to  include  commodity- 
pnce-related  products  (commodity  contracts) 
The  reason  given  for  this  is  that  there  was  a 
corresponding  demand  from  customers  in 
conjunaion  with  traditional  lending.  Such 
contracts  involve  the  incurrence  of  payment 
obligations,  the  amount  of  which  depends  on 
the  movement  of  a  particular  commodity 
price,  such  as  the  oil  or  gas  price.  More  re- 
cently, the  hedging  needs  of  the  agncultural 
seaor  of  the  economy  have  also  been  given 
as  a  reason,  and  there  have  been  calls  for  a 
German  commodity  exchange  to  be  set  up. 
Moreover,  it  is  stated  that  the  extension  of 
these  activities  is  an  interesting  proposition  in 
terms  of  earnings. 


Conclusions 


All  in  all,  the  figures,  presented  here  show 
that  German  banks  have  on  the  whole  joined 
in  the  global  innovation  process  that  is  cur- 
rently under  way  The  German  banking  su- 
pervisory authorities  responded  at  an  early 
stage,  seeking  to  take  due  account,  in  an 
adequate  regulatory  manner,  of  the  major 
risks  resulting  for  the  credit  instrtutions,  for 
the  sake  of  protecting  creditors  and  the  sys- 
tem Moreover,  the  new  regulations  are  likely 
to  have  increased  the  banks'  nsk  awareness. 
The  measurement  and  limitation  of  the  risks 
covered,  and  hence  the  adequacy  of  capital 
standards,  are  under  constant  review  in  the 
light  of  changing  market  conditions.  Thus. 
the  question  is  already  being  asked  of 
whether  the  potential  nsks  denving  from  par- 
ticular off-balance-sheet  activities  are  ad- 
equately covered  by  prudential  capital  re- 
quirements. 


The  banking  supervisory  authonties  view  this 
trend  viflth  reservations  and  permit  such  con- 
tracts only  if  they  do  not  result  in  open  posi- 
tions for  banks.  As  the  payment  obligations 
are  linked  to  particular  commodity  prices, 
such  transactions  between  residents  may 
contravene  section  3  of  the  Currency  Act. 
Extension  of  the  scope  of  denvative  products 
to  include  commodity  contracts  also  raises 
the  question  of  whether  banks  would  not  in 
faa  thereby  relinquish  their  traditional  func- 
tion of  being  financial  intermediaries  and  ex- 
pose themselves  to  unfamiliar  risks  that  are 
more  difficult  to  manage.  The  debate  on 
these  Issues  in  the  international  banking 
supervisory  bodies  has  already  commenced. 


Regarding  the  question  of  capital  adequacy  it 
should,  moreover,  be  borne  in  mind  that 
other  risks  involved  in  these  transactions, 
such  as  operational  nsks.  performance  nsks. 
legal  risks,  liquidity  nsks  and  the  like,  were 
not  taken  into  consideration  when  the  relev- 
ant weightings  for  the  counterparty  and 
market  risks  were  set.  but  have  to  be  ab- 
sortjed  as  well,  if  necessary,  by  the  banks' 
available  capital.  This  may  be  one  of  the 
reasons  why  banks  are  in  some  cases  main- 
taining higher  capital  levels  for  individual 
transactions  than  those  required  by  the  bank- 
ing supervisory  authorities;  moreover,  in 
counting    these    transactions    towards    the 
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counterparty  limits,  they  also,  where  neces- 
sary, apply  higher  than  the  aaual  amounts- 
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By  1995  the  EC  Capital  Adequacy  Directive 
must  be  translated  into  German  law,  so  that 
uniform  capital  requirements  will  then  apply 
to  banks  and  securities  firms  throughout  the 
EC.  Capital  backing  will  then  be  required  for 
open  positions,  too,  including  those  resulting 
from  off-balance-sheet  artivities,  in  the  van- 
ous  market  risk  segments.  In  addition,  deriv- 
atives will  thenceforth,  at  the  latest,  be  in- 
cluded in  the  large  exposures  regulations. 

In  view  of  the  globalisation  of  the  markets, 
an  internationally  coordinated  supervisory  re- 
gulation of  off-balance-sheet  activities  ex- 
tending beyond  the  EC  countries  will  be  of 
major  importance.  The  1988  Basle  Capital 
Accord  for  internationally  operating  credit  in- 
stitutions, which  has  been  adopted  by  many 
countries  throughout  the  world,  has  already 
made  a  major  contribution  to  covering  credit 
risk  A  corresponding  arrangement  is  planned 
for  market  nsks,  including  off-balance-sheet 
activities.  Of  particular  significance  in  this 
connection  is  that  such  regulations  will  in 
future  apply  uniformly  to  banks  and  securities 
firms,  in  order  to  stabilise  markets  and  "level 
the  playing  field".  The  inclusion  of  financial 
institutions  to  which  derivative  activities  have 
been  transferred  in  regulations  to  be  applied 
on  a  consolidated  basis  is  likewise  necessary. 
The  Basle  papers,  on  which  the  banks'  com- 
ments have  now  been  invited,  provide  an 
appropriate  basis  for  this.  Despite  many  joint 
discussions,  it  is  not  yet  clear,  however, 
whether  the  authonties  responsible  for  super- 


Prudential  capital  requirements  only  cover  the 
nsks  involved  in  normal  market  operations  In 
the  event  (which  cannot  be  ruled  out)  that 
markets  are  exposed  to  exceptional  disrup- 
tions and  that  market  players  are  threatened 
with  exceptionally  heavy  losses  in  this  con- 
text, other  measures  of  risk  provisioning  are 
essential.  While  market  participants  will  be 
unable  to  provide  for  every  conceivable 
worst-case  scenario,  for  example  the  com- 
plete collapse  of  specific  market  segments, 
their  c-ontrol  and  nsk  limitation  techniques 
should  not  only  be  geared  to  "penods  of  fine 
weather".  For  example,  the  banks  themselves 
should  first  of  all  do  all  they  can  to  capture 
and  limit  these  activities  in  their  internal  ac- 
counting systems,  so  as  to  take  due  account 
of  the  risks  involved.  It  would  be  disastrous 
for  the  individual  institution,  and  possibly  for 
the  financial  system  as  a  whole,  if  market 
players  succumbed  to  an  illusion  of  secunty 
because  of  inadequate  risk  control,  even  pro- 
vided that  the  markets  were  functioning 
smoothly  It  is  therefore  of  paramount  im- 
portance to  set  up  an  effeaive  internal  con- 
trol and  information  system  tailored  to  the 
specific  features  of  the  transactions  -  a  sys- 
tem which  includes  the  daily  valuation  of 
positions.  Clear  organisational  and  responsib- 
ility patterns,  well-trained  staff  and  adequate 
technical  and  personnel  back-up  systems  are 
also  indispensable.  Banking  supervisors  will 
have  to  specify  as  soon  as  possible  minimum 
standards  such  as  have  been  applied  for 
some  while  to  traditional  foreign  exchange 
and  securities  transactions,  and  whose  basic 
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principles  (for  instance  separation  of  func- 
tions, realistic  prices)  could  well  also  be  ap- 
plied to  derivative  transactions.  Finally,  it  is 
also  imperative  for  the  management  of  every 
bank  operating  in  tfiese  markets  to  be  able  to 
assess  correaly  the  risks  associated  with 
these  activities  and  to  monitor  responsibly 
the  bank's  position. 

Extension  of  the  disclosure  requirements  for 
the  transactions  mentioned  as  part  of  the 
annual  accounts,  and  inclusion  of  these 
transactions  in  the  reports  pursuant  to  sec- 
tion 1 4  of  the  Banking  Act  should  be  initiated 
as  soon  as  possible.  Risk  concentrations  in  the 
hands  of  individual  market  players  could  thus 
be  more  easily  identified  and  disciplining 
market  processes  fostered  since,  in  particular, 
risk  premiums  could  be  based  on  a  more 
accurate  credit  rating  of  the  individual  market 
participants.  At  the  same  time,  the  coverage 
of  the  existing  statistical  reports  could  be 
extended,  the  publication  of  aggregated  fig- 
ures would  improve  the  assessment  of  mar- 
ket trends 

For  the  rest,  the  large  volumes  of  these  activ- 
ities give  cause  for  some  concern.  They 
result,  on  the  one  hand,  from  the  fact  that 
price  or  risk  elements  (such  as  interest  rate, 
currency,  credit  risk)  traditionally  included  in 
individual  types  of  banking  business  (e.g. 
lending,  deposit  business)  are  separated  out 
for  practical  purposes  and  each  time  the  un- 
derlying amount  is  captured  separately,  while 
the  underlying  transaction  continues  to  ap- 
pear in  the  books.  On  the  other  hand,  there  is 
an  expansion,  either  on  the  basis  of  such 
synthetised  risk  elements  or  through  pure 


"creation  processes",  of  derivative  transac- 
tions, in  particular  -  an  expansion  which  is 
virtually  not  curbed  by  the  minimum  liquidity 
requirements,  the  only  constraints  being  ex- 
pense and  income  considerations. 

A  major  reason  for  the  expansion  of  the  vol- 
ume of  these  aaivities  is  probably  that,  m 
order  to  close  positions  arising  from  existing 
contraas,  these  cannot  -  as  is  basically  con- 
ceivable and,  where  securitised  items  are 
concerned,  customary  in  the  case  of  on- 
balance-sheet  transactions  -  be  transferred  to 
a  secondary  market,  but  new  (specifically, 
matching)  contracts  must  be  concluded.  De- 
pending on  the  institutions'  trading  activities, 
exceptionally  large  gross  amounts  may  thus 
build  up  These  are  not  then  related  directly 
to  any  real  transaction-based  orders  of  mag- 
nitude, and  in  fact  cannot  be  assessed  by 
means  of  traditional  macroeconomic  cnteria. 

The  measurement  of  derivative  transactions 
in  terms  of  the  principal  amounts  of  the  un- 
derlying transactions  is  often  cnticised  by 
market  players,  who  propose  basing  such  cal- 
culations merely  on  replacement  costs,  per- 
haps even  netted  for  each  counterparty  or 
expressed  in  terms  of  the  global  net  position, 
if  appropriate.  Quite  apart  from  the  fact  that, 
when  the  statistics  were  first  colleaed,  the 
market  players  themselves  had  suggested 
taking  the  principal  amounts  of  the  underly- 
ing transaaions  as  a  basis,  it  would  probably 
be  very  difficult  to  measure  the  risk  costs 
uniformly  and  objectively  For  the  rest,  it  is 
essential,  in  the  interests  of  a  uniform  meas- 
uring of  the  market  volumes  of  the  spot  and 
forward  markets,  to  capture  forward  con- 
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tracts,  too,  in  terms  of  the  underlying  prin- 
cipal amount.  Only  in  this  way  will  it  be  poss- 
ible to  say  for  example,  how  the  volumes 
generated  in  the  forward  markets  will  affect 
the  spot  markets. 

It  should  also  be  borne  in  mind  that  the 
individual  market  segments  for  derivative 
products  are  mutually  interlinked  as  well  as 
linked  to  the  relevant  spot  markets.  Price  dif- 
ferences in  the  individual  segments  are  ex- 
ploited comparatively  soon  by  adjustment  op- 
erations (arbitraging)  on  the  part  of  market 
participants  and  thus  eliminated  State-of- 
the-art  global  telecommunication  and  data 
processing  technology  expedites  such  opera- 
tions to  a  degree  undreamt  of  in  earlier  years. 
At  the  same  time,  the  market  volume  which 
affects  pnces  can  be  dramatically  increased 
by  the  use  of  derivative  products,  such  as 
options,  with  no  major  investment  of  capital. 
Price  movements  triggered  by  derivative 
markets  can  therefore  spread  very  rapidly  and 
reinforce  the  relevant  price  swings  in  the  spot 
markets. 

Federal  bonds  provide  a  good  example  of  the 
close  interlinkage  between  the  spot  and  for- 
ward markets.  Nowadays,  Bund  futures  quo- 
tations have  a  not  inconsiderable  short-term 
impact  on  spot  prices.  However,  the  speculat- 
ive use  of  derivative  transactions  is  likely  to 
have  a  chance  of  durably  influencing  rates 
and  prices  only  if  the  latter  have  failed  to 
reflect  real  market  conditions  correaly  Pri- 
cing that  is  consistent  with  market  conditions 
in  all  market  segments  is  therefore  of  particu- 
lar importance.  Oligopolistic  market  struc- 
tures, such  as  obtain  in  some  international 


OTC  market  segments,  do  not  encourage 
market-related  pricing.  •  ■ 

One  cannot  definitely  say  to  what  extent  de- 
nvative  transactions  have  been  a  factor  in  the 
recent  turbulence  in  the  exchange  markets. 
There  is  a  clear  linkage,  through  arbitraging, 
between  currency  options  and  currency  fu- 
tures, on  the  one  hand,  and  traditional  for- 
eign exchange  transartions,  on  the  other. 
However,  as  long  as  the  volume  transacted  in 
the  traditional  foreign  exchange  markets  ex- 
ceeds that  traded  in  the  futures  and  options 
markets,  these  markets  are  unlikely  to  cause 
any  lasting  disruption.  If  the  futures  and  op- 
tions markets  continue  to  grow,  this  situation 
might  well  change  and  raise  the  question  of 
how  far  the  autonomous  creation  processes 
associated  with  off-balance-sheet  activities, 
like  the  money  creation  process,  should  be 
restrained  after  all. 

Of  late,  there  have  therefore  been  Increasing 
calls  for  a  stricter  control  of  the  foreign  ex- 
change markets  in  the  broadest  sense,  in 
particular  so  as  to  enable  speculative  ex- 
change rate  movements  to  be  countered 
more  effectively  Suggestions  range  from  im- 
posing taxes  on  to  limiting  or  imposing  min- 
imum reserve  requirements  on  such  trans- 
actions. Raising  capital  costs  for  control  pur- 
poses has  also  been  suggested  in  various 
quarters.  Quite  apart  from  the  fact  that  the 
freedom  of  the  financial  markets,  as  a  pre- 
requisite of  their  efficiency,  is  a  priority  ob- 
jective of  global  deregulation  efforts,  such 
intervention  would  immediately  lead  to  the 
transactions  being  shifted  to  non-bank  mar- 
ket players  and/or  offshore  centres    That 
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would  be  an  outcome  which  no  one  can  wish 
to  see,  not  least  m  the  interests  of  the  stabil- 
ity and  transparency  of  the  financial  markets 

Sysremicns*  The  question  of  whether  derivative  instru- 

ments imply  additional  risks  to  the  soundness 
of  the  international  financial  system  has  al- 
ready been  the  subjea  of  many  discussions.  It 
IS  agreed  that  the  growing  use  of  derivative 
instruments  in  strategies  covering  many  mar- 
ket segments  has  reinforced  the  integration 
of  the  financial  markets  and  hence  increased 
their  vulnerability.  In  the  event  of  the  failure 


of  a  ma|or  market  player  or  serious  market 
disruptions,  one  cannot  be  sure  'whether 
hedging  or  replacement  contracts  will  still  be 
available  in  the  derivative  markets.  Once  the 
spot  markets,  too,  are  no  longer  sufficiently 
liquid,  this  may  trigger  chain  reaaions  and 
jeopardise  the  financial  system  as  a  whole. 
Developments  of  this  kind  can  be  prevented 
only  if  all  those  concerned  are  aware  not  only 
of  the  scope  for  using,  but  also  in  particular 
of  the  risks  posed  by,  off-balance-sheet  aaiv- 
ities,  and  proceed  with  the  necessary  cau- 
tion. 


Annex 


Explanatory  notes 

Cap 

A  limii  on  the  upward  movement  of  an  interest  rate,  e  g 
a  common  feature  of  floating-rate  notes  which  have  an 
agreed  maximum  rate 

Collar 

The  agreement  of  an  upper  limit  ("cap")  and  a  lower 
hmii  rfioor")  on  a  coupon  rate 

Derivative  instruments 

Financial  market  instruments  derived  from  some  other 
financial  product  (underlying;  (such  as  swaps,  financial 
futures,  options),  can  be  used  for  hedging  open  posi- 
tions, arbitraging  or  speculating  The  value  or  price  of 
the  derivative  instrument  is  influenced  by  the  value  or 
price  of  the  underlying  financial  product 

Financial  futures 


or  interest  rates  (interest  rate  futures),  indices  (stock 
index  futures,  interest  rate  index  futures)  or  foreign  cur- 
rencies (currency  futures).  The  contractual  agreement 
normally  provides  for  a  specific  (standardised)  quantity  of 
the  underlying  instrument  to  be  bought  (long  position! 
or  sold  (short  position)  on  a  specific  future  dale  (delivery 
date)  at  a  price  set  on  the  contract  date  Both  counter- 
parties enter  into  a  binding  commitment  to  make  or  take 
delivery,  financial  futures  contracts  do  not  normally  in- 
volve physical  delivery  (which,  incidentally,  would  not  be 
possible  m  the  case  of  mdex  futures),  but  rather  payment 
of  the  difference  between  the  market  price  of  the  under- 
lying instrument  and  the  contract  pnce  Positions  are 
squared  before  maturity  by  contracting  offsetting  trans- 
aaions. 

Floor 

A  limit  on  the  downward  movement  of  an  interest  rate, 
e  9  a  common  feature  of  floating-rate  notes  which  have 
an  agreed  minimum  rate 

Forward  rate  agreement  (FRA) 


Generic  term  for  exctiange-traded  financial  futures  con- 
traas  based,  in  particular,  on  mterest-beanng  securities 


The  agreement  (which  is  not  exchange-traded)  of  an 
interest  rate  relating  to  a  specified  (notional)  principal 
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amount  to  be  lent  or  borrowed  in  the  future.  A  hedging 
device  protecting  against  a  future  fall  in  interest  rates  m 
the  case  of  lending,  and  against  a  future  rise  in  interest 
rates  m  the  case  of  borrowing 

Option 

The  right,  but  not  the  obligation,  to  buy  (call  option)  or 
sell  (put  option)  a  set  quantity  of  an  underlying  either  on 
a  set  date  (European  option)  or  during  a  set  period  (US 
option)  at  a  pre-set  price  (exercise  price,  striking  price  or 
stnke  price)  The  underlying  may  be  cash  market  instru- 
ments such  as  shares  (stock  options),  stock  indices  (stock 
index  options),  fixed  interest  securities  (interest  rate  op- 
tions), foreign  currencies  (currency  options),  or  futures 
(futures  options),  financial  swaps  (swaptions)  or  agam 
options  (options  on  options)  Rather  like  futures,  options 
may  be  used  as  a  hedging  device  or  for  speculating 
Prices  and  positions  in  respea  of  options  are  calculated 
by  means  of  complex  mathematical  formulas  (option- 
pricing  models)  Options  are  traded  m  standardised  form 
on  stock  exchanges  or  in  "customised"  form  over  the 
counter  (OTC) 

Warrants 

A  fungible  security  evidencing  an  option  Issue  either 
attached  to  bonds  (bonds  with  warrants),  where  the 
option  right  is  usually  evidenced  by  a  detachable  certific- 
ate, or  in  the  form  of  "naked  warrants",  for  which 
usually  a  collective  certificate  evidencing  the  total 
amount  of  the  warrant  issue  is  deposited  with  the 
Deuischer  Kassenverem 

Financial  swaps 


interest  rate  swaps,  whereby  floating-rate  interest  pay- 
ments are  exchanged  for  fjxed-rate  interest  payments, 
and  currency  swaps  (exchange  of  one  currency  for  an- 
other, including  the  associated  interest  payment  obliga- 
tions) Onginally,  swaps  were  closely  linked  to  capital- 
market  transactions,  i  e  newly  created  liabilities  provided 
the  basis  for  swaps  (purpose  exploitation  of  comparative 
advantages  m  individual  market  segments,  deriving  from 
differences  in  market  access  or  access  restnctions),  in  the 
wake  of  the  development  of  the  markets,  increasingly 
used  also  for  restructuring  existing  liabilities  Banks  are 
involved  in  swap  transaaions  by  aaing  either  purely  as 
brokers  (introducing  two  swap  partners  to  each  other; 
no  risk  involved  for  the  bank)  or  as  intermedianes  (being 
a  counterparty  in  separate  swaps  with  two  other  parties. 
bank  bears  credit  and  position  risks) 

Swaption 

An  option  to  arrange  a  financial  swap 

Securities  loan 

The  temporary  transfer  of  ownership  of  securities  by  a 
lender  to  a  borrower,  with  the  borrower  undertaking  to 
retransfer  secunties  of  identical  type  and  quality  on  the 
expiry  of  the  borrowing  period  The  borrower  pays  the 
lender  a  fee  for  the  temporary  potential  use  The  securit- 
ies loan  enables  the  lender  to  enhance  the  return  on  his 
portfolio  (which  is  geared  to  a  medium  or  longer-term 
strategy),  while  the  borrower  is  able  to  bridge  commit- 
ments to  deliver  arising  from  spot  transactions  or  settle 
speculative  short  sales,  where  the  commitment  to  return 
the  securities  borrowed  is  discharged  by  delivery  from 
forward  and  spot  transactions  matunng  at  a  later  date 


An  agreement  between  two  counterparties  on  the  ex- 
change ofjiows  of  payments  The  commonest  forms  are 


The  tables  accompanying  this  article 
appear  on  page  63. 
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DM  billion 


I 

Forward  fore 

ign  exchange 

Financial  swaps  i 

transactions 

Cross- 

Delivery 

Currency 

Interest 

currency 

Delivery 

commit- 

Period 

Total 

Total 

swaps 

rate  swaps 

swaps 

Total 

claims 

ments 

End  of 

1986 

87S,605 

53,164 

4,737 

33.560 

14,867 

810.560 

407,149 

403,411 

1987 

1.164,503 

115,055 

8,907 

83.068 

23,080 

995.727 

494,988 

500,739 

1988 

1,615.714 

203,113 

13,551 

154.847 

34,715 

1,274.901 

631,329 

643,572 

1989 

2,227,034 

305,402 

18,026 

236.357 

51,019 

1.S71.835 

769,993 

801,842 

1990 

2,768,048 

483,451 

25,213 

399.159 

59,079 

1,631.810 

795.211 

836,599 

1991    Mar. 

3,399,594 

550,498 

30,014 

454.259 

66,225 

1.951.743 

951.304 

1,000,439 

June 

3,566,096 

614,365 

32,662 

507.880 

73,823 

1.942.928 

949,032 

993,896 

Sep 

3,656,837 

645,980 

36,423 

533.014 

76,543 

1.878.107 

920,345 

957,762 

Dec 

3,533,627 

688.834 

38,653 

570.072 

80,109 

1,735.545 

843,941 

891,604 

1992  Mar 

4,248,435 

787.381 

43,196 

653.757 

90,428 

2,084,917 

1,017,553 

1,067.364 

June 

4,597,040 

859.135 

48,472 

718.254 

92,399 

2.068.487 

1,018,371 

1,050,116 

Sep 

5,324,296 

949.421 

55,531 

786.008 

107,882 

2.430.829 

1,204,108 

1,226,721 

Dec 

5,380,067 

1,107,867 

68.281 

933.637 

105,949 

2,397,956 

1,179.740 

1,218,216 

1993  Mar 

5,745,606 

1,235.938 

65.609 

1.052,705 

117,624 

2,402,528 

1,179.214 

1,223,314 

June 

6.116,228 

1,369.564 

65.142 

1.178,720 

125,702 

2.511,772 

1.231,726 

1,280.045 

Changes 


1987 

*  288,998 

♦    61.891 

+ 

4,170 

♦    49,508 

♦ 

8.213 

♦  185.167 

+    87,839 

♦   97,328 

1988 

♦  451,111 

♦    88.058 

♦ 

4,644 

♦    71,779 

♦ 

11,635 

+  279.174 

+  136,341 

+  142,833 

1989 

♦  611,320 

♦  102.289 

♦ 

4,475 

♦    81,510 

♦ 

16.304 

♦  2%.  934 

♦  138,554 

+  158,270 

1990 

+  541.014 

♦  178.049 

♦ 

7,187 

♦  162,802 

♦ 

8.060 

♦    59,975 

♦    25,218 

+    34,757 

1991   Mar 

♦  631.546 

+    67,047 

♦ 

4,801 

♦    55.100 

♦ 

7.146 

♦  319,933 

♦  156,093 

+  163,840 

June 

♦  166,502 

+    63,857 

♦ 

2,548 

♦    53.621 

♦ 

7.598 

-      8,815 

-      2,272 

-      6,543 

Sep. 

♦    90,741 

♦    31.615 

♦ 

3,761 

♦    25.134 

♦ 

2.720 

-    64.821 

-    28,687 

-    36,134 

Dec 

-123,210 

♦    42.854 

♦ 

2,230 

♦    37.058 

♦ 

3.555 

-  142.562 

-    76,404 

-    66,158 

1992  Mar. 

♦  714,808 

♦    98,547 

♦ 

4,543 

♦    83.685 

+ 

10.319 

♦  349,372 

♦  173.612 

+  175.760 

Jur>e 

♦  348.605 

+    71,7S4 

♦ 

5,276 

♦    64.507 

♦ 

1.971 

-    16,430 

+         818 

-    17.248 

Sep. 

♦  727.256 

♦    90,286 

♦ 

7,059 

♦    67.744 

+ 

15.483 

♦  362.342 

+  185,737 

+  176.605 

Dec. 

+    55.771 

♦  158,446 

♦ 

12,750 

♦  147.629 

- 

1.933 

-    3Z873 

-   24,368 

-      8.505 

1993  Mar 

♦  365.539 

♦  128,071 

_ 

2,672 

♦  119.068 

♦ 

11,675 

♦      4,572 

526 

+      5.098 

June 

♦  370.622 

♦  133,626 

- 

467 

♦  126.015 

♦ 

8,078 

+  109,244 

♦    52,512 

+    56.732 

•  Domestic  aedrt  institutions,  including  their  foreign 
branches  but  excluding  their  foreign  subsidiaries.  —  1  De- 
viations from  Table  IV  6  ■Off-balance-sheet  activrties"  in 
the  Statistical  Section  of  the  Monthly  Report  of  the  Deut- 


sche Bundesbank  are  due  to  differences  in  coverage.  — 
2  Includir\g  t/ar«actions  in  precious  metals,  whose  share  in 
the  sum  total  of  transactions  in  foreign  exchange  and 
precious  metals  is  less  than  1  %. 
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German  banks'  off-balance-sheet  activities,  cont'd 


DM  million 


Currency  opti 

:>rai 

Interest  rate-related  forward  contracts 

Total 

Option-writer  positions 

Option  rights 

Total 

Forward  transactions 
In  fixed  interest 
securities  i 

Forward 
forward 
deposits  3 

Period 

Delivery 
claims 

Delivery 
commit- 
ments 

Delivery 
claims 

Delivery 
commit- 
ments 

Delivery 
claims 

Delivery 
commit- 
ments 

End  of 

1986 
1987 
1988 
1989 

2,728 

9,386 

18,606 

43,975 

1,446 
3,123 
7,211 
15,976 

1,282 

6.263 

11.395 

27.999 

9,153 

44,435 

119,094 

305,822 

1.687 

2.566 

1,766 

903 

4.735 
5.225 
5.352 
4.294 

.1990 

104,802 

26.156 

26.462 

33,182 

19.002 

352,495 

2,208 

8827 

2,666 

1991  Mar. 
June 
Sep. 
Dec. 

161.713 
167,360 
158,039 
148,756 

40.888 
46.244 
39.638 
36,189 

37,798 
38,908 
39,844 
37,133 

47,692 
45,538 
42,676 
43.691 

35.335 
36.670 
35,881 
31,743 

471,458 
525,540 
543,422 
473,739 

3,009 
5,174 
6,149 
3,521 

7.310 

8,352 

12.954 

7.456 

4,770 
6,525 
9,816 
7.374 

1992  Mar. 
June 
Sep. 
Dec. 

1 57.824 
214,273 
227,607 
226.185 

41.627 
50,147 
54,333 
56,600 

35,621 
50,004 
57.067 
47.075 

42,036 
60,074 
63,743 
70,850 

38,540 
54,048 
52,464 
SI. 660 

609,043 
740,168 
967,762 
858,004 

4,922 
3,960 
3,260 
2,234 

5.554 
6.871 
6.162 
5.415 

7,684 
5,479 
5.559 
10,433 

1993  Mar. 
June 

272.536 
308.235 

65.886 
82,560 

62.868 
67.410 

80,201 
83.658 

63.581 
74.607 

894,718 
1.010,482 

3,763 
4,524 

14.025 
20.364 

74.057 
7.161 

Changes 

1987 
1988 
1989 

*      6,658 
+     9,220 
+    25.369 

+      1,677 
+      4,088 
♦      8.765 

+      4,981 

*  5.132 

*  16,604 

. 

+    35,282 
+    74,659 
+  186,728 

+         879 
800 
883 

+         490 
♦         127 
-      1.058 

1990 

+   «>,827 

+    10.180 

-      1,537 

. 

+    46,673 

+      1.305 

♦      4.533 

1991  Mar, 
June 
Sep. 
Dec. 

t    56.911 
+      5,647 

-  9.321 

-  9.283 

♦  14.732 

♦  5.356 

-  6.606 

-  3.449 

+    11,336 
+      1.110 
+         936 
-      2.711 

+    14,510 

-  2,154 

-  2,862 
+      1,015 

+    16,333 

♦      1,335 

789 

-     4,138 

-f  118,963 
+    54,082 
+    17,882 
-    69,683 

+        801 
+      2.165 
+         975 
-      2.628 

-  1.517 
+      1042 
+      4.602 

-  5.498 

+      2.104 
+      1.755 
+      3,291 
-     2,442 

1992  Mar.- 
June 
Sep. 
Dec. 

*  9,068 
+    56,449 

♦  13,334 
-      1.422 

+      5.438 
+     8.520 
*     4.186 
+     i267 

-  1.512 
+    14.383 
+      7.063 

-  9.992 

-      1.655 
+    18,038 
+      3.669 
+      7.107 

+     6.797 

*    15.508 

-      1.584 

804 

+  135,304 
+  131,125 
♦  227.594 
- 109.758 

+      1.401 
962 
700 

-      1,026 

-  1.902 
♦      1.317 

709 

-  .747 

+        310 
-      2,205 
+           80 
+      4.874 

1993  Mar. 
June 

♦  46.351 

♦  35,699 

*      9.286 
+    16.674 

+    15.793 
+      4  542 

♦  9.351 

♦  3  457 

♦  11.921 

♦  11.026 

♦    36.714 
+  115.764 

+      1.529 
♦         761 

+      8.610 
♦      6.339 

+    63.624 
-    66.896 

Footnotes  *  -  2  See  p.  63.  —  3  A  forward  deposit  is  a  commitment  by  a 
credit  institution  to  place  or  take  in  a  forward  deposit  of  a  set 
maturity  at  a  set  rate  on  a  set  date  in  the  future.  —  4  Until  1989 
including  interest  rate  futures.  —  5  5pot-d«al-related  Interest  rate 


options  are  options  where  the  option  holder,  in  the  event  of  the 
option  being  exercised,  may  request  tfie  optiorMvriter  to  deliver  or 
take  an  interest-bearing  asset.  —  6  Forwar4-de«l-related  interest  rate 
options  are  options  where  the  option  holder,  in  the  event  of  the 
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Forward 
rate 
agree- 
ments* 


interest 
rate  futures 


Forward 
swaps 


Interest  rate  options 


Total 


Option-writer  positions  arising  from 


Spot-deal- 

related 
interest 
rate 
options  5 


Forward 
deal-related 
interest 
rate 
options  « 


Swap 

options 

(swaptions) 


Option  rights 


Asset-side 
interest 
rate 
options ' 


Liability- 
side 
interest 
rate 
options  • 


End  of 


2,731 

36,644 

111,976 

300625 

1986 
1987 
1988 
1989 

289,897 

39,345 

9.552 

178.721 

65.420 

19,465 

13.500 

35,524 

44,812 

1990 

398,451 

47,644 

10.274 

235,949 

80.446 

29.436 

14.825 

44,137 

67.105 

1991  Mar. 

436,629 

59,978 

8.882 

288,554 

90,435 

37.264 

21,349 

70.810 

68.696 

June 

435,045 

64,699 

14.759 

345,074 

118,869 

44,323 

24,792 

67.407 

89.683 

Sep. 

378,493 

60,238 

16.657 

423.207 

142,957 

54,414 

31.707 

82.844 

111.285 

Dec 

475,654 

92.021 

23.208 

495.856 

173.602 

67,672 

38.424 

95.076 

121.082 

1992  Mar. 

598,823 

98,878 

26.157 

567.942 

198.747 

55.605 

46.714 

127.190 

139.686 

June 

796,979 

114.599 

41,203 

610.605 

227.228 

56,163 

48.505 

140.819 

137.890 

Sep. 

702,578 

106,722 

30.622 

650.593 

259.503 

56.941 

52.026 

126.063 

156.060 

Dec 

639.248 

118.605 

45.020 

774.739 

292.239 

75.703 

58.455 

141,573 

206,769 

1993  Mar. 

693,027 

129.334 

156.072 

800.773 

297.080 

68.366 

68,068 

165.435 

201,824 

June 

Changes 


33.913 

75,332 

188,649 

10,728 

108,554 

+ 

8,299 

♦    722 

♦  57.228 

+  15.026 

+ 

9,971 

38,178 

+ 

12,334 

-   1.392 

♦  52.605 

+   9.989 

+ 

7.828 

1,584 

+ 

4.721 

+   5.877 

♦  56.520 

+  28.434 

+ 

7.059 

56.552 

- 

4.461 

+   1.898 

+  78,133 

+  24.088 

+ 

10.091 

97,161 

+ 

31.783 

+  6,551 

♦  72.649 

+  30.645 

+ 

13.258 

123,169 

+ 

6.857 

+  2.949 

+  72.086 

+  25.145 

- 

12,067 

198,156 

+ 

15.721 

+  15.046 

♦  42.663 

*    28.481 

+ 

558 

94,401 

- 

7,877 

-  10.581 

♦  39.988 

+  32.275 

+ 

778 

63,330 

* 

11.883 

+  14,398 

+  124.146 

+  32.736 

+ 

18.762 

53,779 

+ 

10.729 

+  111.052 

*    26.034 

*      4.841 

- 

7.337 

1987 

1988 

1989 

1990 

1.325 

*      8.613 

+ 

22,293 

1991  Mar. 

6,524 

+  26.673 

♦ 

1,591 

June 

3.443 

-   3,403 

+ 

20,987 

Sep. 

6.915 

♦  15,437 

+ 

21,602 

Dec 

6.717 

+  12,232 

+ 

9,797 

1992  Mar. 

8.290 

+  32.114 

+ 

18,604 

June 

1,791 

♦  13.629 

- 

1.796 

Sep. 

3.521 

-  14.756 

+ 

18.170 

Dec 

6,429 

♦  15,510 

+ 

50.709 

1993  Mar. 

9,613 

*    23.862 

- 

4.945 

June 

option  being  exercised,  has  a  right  to  the  cofKlusion  of  an  interest 
'ate  forward  contract.  —  7  Asset-side  interest  rate  options  are  optiorvs 
»Aere  the  option  holder,  in  the  event  of  the  option  being  exercised,  is 
tntitled  to  acquire  or  have  created  an  interest-bearing  asset  (e.g. 


Federal  bor>ds,  daim).  —  8  Liability-side  interest  rate  options  are 
options  where  the  option  holder,  in  the  event  of  the  option  being 
exerascd.  is  entitled  to  acquire  ot  have  created  an  imerest-bearing 
liability  (e.g.  deposit,  securities  issue). 
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German  banks'  off-balance-sheet  activities,  cont'd  ' 


OM  million 


Share  futures 

Share  options 

Delivery 

Option-virriter  positions 

Option  rights 

Delivery 

commit- 

Call 

Put 

Call 

Put 

Period 

Total 

claims 

ments 

Total 

options 

options 

options 

options 

End  of 

1986 

1987 

1988 

1989 

1990 

228 

11 

217 

10.493 

4,787 

1,227 

3.547 

932 

1991  Mar. 

74 

31 

43 

17,764 

6,970 

2,926 

4.368 

3,500 

June 

151 

13 

138 

13.824 

5,906 

1.835 

3.592 

2.491 

Sep 

181 

27 

154 

16,886 

5,804 

3,382 

4,273 

3,427 

Dec. 

155 

11 

144 

13,176 

4,206 

2,615 

3.453 

2.902 

1992  Mar. 

232 

12 

220 

21.870 

7,238 

3,251 

6.658 

4,723 

June 

317 

47 

270 

23,259 

7,271 

4,580 

6.286 

5,122 

Sep. 

825 

25 

800 

20,869 

6,583 

4,071 

6.054 

4,161 

Dec. 

218 

- 

218 

18,069 

6,750 

2,524 

5,765 

3,030 

1993  Mar. 

360 

124 

236 

25,479 

9,015 

3,307 

8.725 

4,432 

June 

390 

24 

366 

27,472 

9,753 

2.975 

10.372 

4,372 

Changes 

1987 

• 

1988 

1989 

1990 

1991  Mar. 

-     154 

+ 

20 

-     174 

+  7,271 

+  2,183 

+  1,699 

+     821 

+  2,568 

June 

+      77 

_ 

18 

+      95 

-3,940 

-1,064 

-1.091 

-     776 

-1.009 

Sep. 

+      30 

+ 

14 

+       16 

f  3,062 

-     102 

+  1,547 

+     681 

+     936 

Dec 

-      26 

- 

16 

-       10 

-  3,710 

-1,598 

-     767 

-     820 

-     525 

1992  Mar. 

+      77 

+ 

1 

+      76 

+  8,694 

+  3,032 

< 

+     636 

+  3,205 

+  1.821 

June 

+      85 

+ 

35 

*       50 

+  1,389 

+      33 

+  1,329 

-     372 

+     399 

Sep. 

+     508 

_ 

22 

+     530 

-2.390 

-     688 

-     509 

-     232 

-     961 

Dec 

-    607 

- 

25 

-     582 

-2.800 

+     167 

-1,547 

-     289 

-1.131 

1993  Mar. 

*     142 

+ 

124 

♦       18 

♦  7,410 

+  2.265 

+     783 

+  Z960 

+  1,402 

June 

-t-       30 

- 

100 

*     130 

+  1,993 

+     738 

-    332 

+  1,647 

-     60 

For  footnotes  see  page  63. 
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i„dex  futures 

Index  options 

Delivery 

Option-writer 

positions 

Option  rights 

Delivery 

commit- 

Call 

Put 

Call 

Put 

Total 

claims 

ments 

Total 

options 

options 

options 

options 

Period 

. 

. 

■ 

End  of 

1986 
1987 
1988 
1989 

685 

296 

389 

5,363 

1.249 

1.491 

1,048 

1,575 

1990 

2,332 

1,103 

1,229 

8,063 

1,543 

2,485 

1.412 

2.623 

1991  f^ar. 

1,719 

624 

1,095 

11,655 

2.161 

4,062 

1,970 

3.462 

June 

2,383 

1,008 

1.375 

66,765 

6,967 

11,062 

7,042 

41.694 

Sep. 

2,938 

1,255 

1,683 

47,277 

8,772 

14,823 

9,027 

14.655 

Dec. 

8,201 

3,479 

4,722 

83,111 

17,511 

24,599 

16,244 

24.757 

1992  P^ar 

8,800 

3,930 

4,870 

114,659 

24,185 

29,888 

23,543 

37.043 

June 

4,276 

1,794 

2,482 

112,102 

28,589 

32.858 

21,422 

29.233 

Sep, 

6,495 

2,925 

3,570 

114,680 

32,677 

37,437 

19,738 

24.828 

Dec. 

11.928 

2,985 

8,943 

127,380 

29,980 

35,740 

28,547 

33,113 

1993  Mar 

8,644 

3,585 

5.059 

78,896 

19,771 

22.826 

16,665 

19,634 
Changes 

June 

1987 
1988 
1989 
1990 

+    1,647 

+       807 

+        840 

+    2,700 

•►       294 

+       994 

+       364 

+    1,048 

1991  f^ar. 

-       613 

-       479 

-        134 

+    3,592 

+       618 

+    1.577 

+       558 

+       839 

June 

+       664 

•►       384 

'       +       280 

♦  55,110 

+    4,806 

*    7.000 

+    5,072 

•+  38,232 

Sep. 

+       555 

♦       247 

t        308 

-19,488 

+    1,805 

♦    3.761 

t    1,985 

-  27,039 

Dec. 

♦    5,263 

+    2,224 

+    3.039 

+  35,834 

+    8,739 

♦    9.776 

+    7.217 

+  10,102 

1992  Mar. 

♦       599 

t       451 

t       148 

+  31.548 

+    6,674 

♦    5.289 

♦    7,299 

♦  12,286 

June 

-    4,524 

-    2,136 

-    2,388 

-    2.557 

+    4,404 

+    2.970 

-    2.121 

-    7,810 

Sep. 

+    2.219 

+     1,131 

+    1.088 

t    2.578 

+    4,088 

♦    4.579 

-    1.684 

-    4.405 

Dec 

♦    5.433 

*         60 

*    5,373 

+  12.700 

-    2.697 

-    1.697 

+    8.809 

+    8,285 

1993  Mar. 

-    3.284 

*       600 

-    3,884 

-48.484 

-  10,209 

-  12.914 

-11,882 

-13.479 

June 
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Bundesbank 
warns  of 
threat  from 
growth  in 
derivatives 

By  David  Waller  In  Frankfurt 

THE  BUNDESBANK  today  warns 
that  the  growth  of  derivatives 
markets  could  endanger  the  sta- 
bility of  the  world  financial  sys- 
tem. 

In  its  monthly  report,  the  Ger- 
man central  bank  argues  that  the 
Increase  In  the  use  of  options, 
futures  and  other  complex  deriv- 
ative Instruments  has  led  to  an 
interlinking  of  the  world's  finan- 
cial markets  that  makes  "them 
more  "vulnerable  to  crisis". 

The  bank's  concerns  echo  fears 
voiced  last  year  by  regulators. 
Including  Mr  Gerald  Corrigan, 
then  New  York  Federal  Reserve 
Bank  president.  However,  recent 
reports.  Including  one  by  the 
Bank  of  England^  have  been  more 
conciliatory, .      ,  • 

Derivatives,  are  financial 
Instruments  whose  value  is  based 
on  underlying  assets,  such  as  a 
currency,  .interest  rate  or  share 
price.  The  Bundesbank  calculates 
such  transactions  for  German 
banks  alone  toUlled  DM6.1 16bn 
($3,775bn)  in  mid- 1993,  which  Is 
the  equivalent  of  90  per  cent  of 
the  balance  sheets  of  the  entire 
German  banking  sector. 

The  notional  amount  of  futures 
contracts  traded  on  the  world's 
exchanges  every  year  has 
reached  $140,000bn  while  the 
notional  outstanding  amount  of 
swaps  (contracts  entered  directly  , 
between  banks)  Is  about  $4.S00bn. 

In  today's  report  the  Bundes- 


Derivatives  warning 


Continued  from  Page  1 

bank  recognises  the  positive 
aspects  of  derivatives  -  that  they 
can  be  used  to  hedge  risks  and 
allow  banks  and  companies  more' 
flexibility  in  managing  their 
assets  and  liabilities. 

But  it  warns  that  the  collapse 
of  a  leading  market  participant' 
or  extreme  market  turbulence 
could  set  off  a  "chain  reaction", 
that  could  in  \urn  prompt  a 
liquidity  crisis  In  the  cash  mar- 
kets and  endanger  the  whole 
financial  system. 

"Such  developments  can  only 
be  avoided  if  all  market  partici- 


pants are  aware  not  just  of  all 
the  ways  in  which  such  instru- 
ments can  be  deployed,  but  also 
of  the  ri^ks  attached  to  using 
theni-"  the  Bundesbank  says.' . 

The  .'central  bank  warns 
agaV^t  "fair-weather"  risk  and 
control  •  mechanisms  for  deriva- 
tives business.  And  it  suggests 
ways  of  mitigating  the  risks. 

Market  participants  should 
improve  their  risk  recognition 
systems,  and  disclosure  require- 
ments should  be  improved  so 
that  banks  can  no  longer  hide 
much  of  such  business  "off  bal- 
ance-sheet", the  Bundesbank 
says. 
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CONGRfSSIONAL  RECORD  — HOUSE 


June  18,  1993 


Utman  Crom  TexJK  [Mr    OONZALSZ]  U 

r«co2iilr«d  for  GO  minutes. 

Mr  GONZALEZ,  Mr.  Speaker,  the 
reuon  I  rise  today  la  to  lupply  for  the 
Record  tome  epeclflca  od  the  dlacu«- 
■)ODs  that  I  have  been  eDtallIng  here  on 
the  House  Door  In  the  i&at  two  apeclaJ 
order?  In  which  mostly  It  his  been  In 
tener&J  terms,  with  the  exception  of 
tome  very  disturbing  specifics  that  I 
entered  Into  the  R£rx>RD.  tjid  for  which 
I  wuh  to  acknowledge  ifee  toiirce  of  the 
contribution  of  the  enormous  erpoaur* 
on  what  It  known  as  the  off-balance 
eheet  accounts  of  our  largest  bankt  to 
the  publlcaUoD  known  as  EZIK.  and  a 
very.  In  my  opinion,  a  very  eminent 
writer  and  expert  on  banking  matters. 

Tfese  specifics  today  will  have  to  do 
with  the  general  question  that,  as  I  say 
and  repeat.  Is  a  disturbing  problem 
known  as  derivative  products.  If  this  it 
not  properly  con/ronted.  It  can  be  very 
well  the  most  senout  and  crttlcaJ 
major  crisis  In  our  next  banking  di- 
lemma, and  particularly  aa  it  would 
Impact  on  the  American  banking  and 
financial  system. 

In  the  past  year  or  so  our  domestic 
bank  supervisors  sind  their  Inter- 
nationa] counterparts  have  begun  to 
discuss  and  grapple  to  a  certain  extent 
with  the  risks  posed  by  the  banking  In- 
volvement In  derivative  product*. 
Internationa}  conferences  have  been 
held,  and  impressive  reports  have  been 
generaud  discussing  a  wide  array  of  Is- 
sues surrounding  the  evergrowing 
worldwide  market  In  derivative  prod- 
ucts, which  I  have  explained  today  rep- 
resenta  a  tremendous  amount  of 
money,  a  trillion  dollars  or  so.  being 
Instantaneously  transferred  from  the 
money  capital  centers  of  the  world. 
London.  Frankfurt.  Germany.  Paris. 
New  York.  Tokyo,  every  second  of  the 
day.  even  as  I  speak  here  today  In  a 
highly  speculative  fashion.  While  these 
activities  have  been  a  step  In  the  be- 
ginning In  the  direction  of  trying  to 
produce  some  proflublllti'.  even  those 
stepe  uken  by  the  regulators  and  p«j- 
tlcularly  som«  of  the  long  time.  In  fact 
the  real  International  banking  organl- 
latlons  like  the  BIS.  the  Bank  for 
International  Settlements  which  Is  lit- 
tle known  In  America,  and  to  which 
the  United  States  is  not  a  voting  mem- 
ber, but  ha*  been  an  observer  only  for 
I  would  say  a  couple  of  decades,  and 
which  Is  the  reason  why  tome  very  vig- 
orous standards  were  Imposed  as  recent 
enough  as  1937  and  1388  u  a  result  of 
the  International  agreement  the  Unit- 
ed States  entered  Into,  or  more  or  less 
was  compelled  to.  That  was  the  agree- 
ment on  the  convergence  of  ca;:UtJkJ 
standards.  Again,  that  was  the  result  of 
the  weakness  that  was  quite  apparent 
and  had  been  for  »ome  years  in  the 
American  markets  In  which  securities, 
highly  specu'atlve  In  nature  were  be- 
ginning to  Impact  on  the  In'emptlonal 
banking  system. 

D  1S40 
So  what  happened  there?  And  this  Is 
what    may    happen    again    this    time. 


which  I  do  not  think  would  address  this 
problem  as  the  other,  the  sufficiency  of 
capital  standardj.  What  happened 
there,  and  as  was  recently  confirmed 
by  the  appearance  of  a  member  of  the 
FedersJ  Reserve.  In  fact,  the  head  of 
the  New  York  Federal  Reserve  Bank, 
recently  before  oar  committee.  In 
which  he  said  that  after  the  agreement 
had  been  reached  where  each  one  of  the 
country  participants  would  raise  the 
requirement*  for  their  capital  stand- 
ard of  their  banks,  the  decision  ma^e 
by  the  FederaJ  Reserve  Board  wa»  to 
raise  the  capital  requirement*,  the  re- 
serves and  so  forth,  but  not  Just  for  the 
banks  that  would  be  engaged  In  this 
International  traffic  After  all.  our  sys- 
tem In  the  United  States  Is  a  very  plu- 
raJistlc  system  and  only  the  top.  the 
biggest  of  our  banks,  engage  In  these 
multl  or  trinsnatlonaJ  activities.  So 
they  decided  that  the  premium  In- 
creases would  be  distributed  through- 
out the  entire  FederaJ  Reserve  Board 
system  or  members,  which  I  thought 
then  and  think  now  wa*  quite  unfair. 
But  DeverlheJess.  thlt  Is  what  may 
happen  If  an  attempt  Is  made  to  ad- 
dress this  problem  now.  which  Is  radi- 
cally different  and  more  severe  and  po- 
tentially dangerous.  It  can  be  the  most 
Immediate  cause  for  the  collapse  of 
this  house  of  card*  that  ha*  been  built 
here  within  the  past  2'^  decades. 

So  that  while  these  activities  on  the 
part  of  the  regulators— for  Instance, 
the  Comptroller  of  the  Currency  ha* 
expressed  his  Intent  to  evaluate  and 
see  what  could  be  done  from  the  regu- 
latory standpoint,  and  then  the  BIS 
has  announced,  after  the  great  debacle 
last  September  16  In  the  European  cur- 
rency market  caused  by  the  derivative. 
speculative  movement,  overnight.  So 
that  Is  how  susceptible  this  whole  situ- 
ation Is.  and  a*  I  repeat,  a  house  of 
cards.  reaJly  And  how  long  can  a  house 
of  cards  stand? 

So  I  think  a  lot  more  ha*  to  be  done 
to  ensure  that  the  banks  and  the  regu- 
lators fully  understand  the  risks  posed 
by  derivative  products,  and  that  cap- 
ital that  Is  put  aside  to  cover  may  not 
be  necee£*x11y  the  answer  at  thlt  time 
a*  It  wa*  In  the  case  of  the  convergence 
of  capital  standard*  or  the  enhance- 
ment of  capital  standard*. 

The  urgency  of  my  message  Is  under- 
scored by  the  fact  that  the  U  S.  bank 
regulators  admit  that  they  still  do  not 
fully  understand  the  Individual  bank 
and  systematic  risks  posed  by  deriva- 
tives. They  admit  that  there  needs  to 
be  Improvement*  In  International  regu- 
latory coordination  and  that  there  U  a 
desperat*  need  for  more  standardlied 
and  detaUeJ  dlscjosure  of  derivative 
product  aciWlties. 

I  have  long  believed  that  growing 
bank  Involvement  In  derivative  prod- 
ucts Is.  as  I  say  and  repeat,  like  a  tln- 
derbox  waiting  to  explode.  In  the  case 
of  m.any  market  Innovations,  regula- 
tion lags  behind  until  the  crisis  comes. 
as  It  has  happened  In  our  case  with 
SiiL'i  and  banks  And  we  are  ttUl  not 
out  of  the  woods  there. 


We  must  work  to  avoid.  If  It  It  pos- 
sible to  do  so  now.  a  crisis  related  to 
derivative  products  before,  once  again, 
ultimately,  because  of  our  peculiar  sys- 
tem of  so-called  bank  deposit  Insurance 
system,  the  taxpayer  Is  left  holding  the 
bag 

Last  year  I  directed  the  GAO  to 
study  the  Issue  of  bank  derivative 
products  and  their  activities. 

That  study  has  not  been  completed. 
It  wil)  be  out  laur  this  year.  Until 
then,  some  members  of  my  staff,  the 
most  diligent,  will  continue  to  monitor 
this  phenomenon. 

I  have  of  my  own  done  some  research 
In  a  corollary  way,  and  It  Is  most  dlv 
turblng. 

In  ths  next  several  weeks  I  will  ask 
the  bank  regulators  for  detailed  Infor- 
mation regarding  their  work  thus  far 
and  what.  If  any,  has  resulted  from 
their  evaluations 

I  am  dedicated  to  Insuring  that  thlt 
remains  a  front-burner  Issue,  a*  I  have 
attempted  to  do  now  for  some  time.  As 
I  say  and  repeat,  the  stakes  are  very 
high,  though  they  may  not  be  appar- 
ent—a* they  were  not  In  1987.  1986.  1985. 
until  the  dam  burst  and  we  bad  the 
taxpayers  to  the  tune  of  several  hun- 
dred billion  dollars,  and  It  Is  still  not 
finished,  the  great  debacle  of  the  SAL 
system  and  related  Onanclai  Institu- 
tional problems 

Now.  there  wa*  a  study  entitled  "De- 
rivative Products  Activities  of  Com- 
mercial Banks."  which  wa*  released 
this  last  January  1993 

I  am  almost  sure  that  this  wa*  a 
study  that  resulted  from  the  request  by 
my  counterpart  and  respected  chair- 
man of  the  Senate  Banking  Commit- 
tee. There  was  also  another  recent  de- 
velopment In  International  Interbank 
relations  There  have  been  some  Inter- 
vening but.  I  think,  fragmentary  re- 
ports. What  I  would  like  to  do  today, 
though,  a*  I  said  and  repeat.  Is  to  limit 
myself  primarily  to  the  Issues  sur- 
rounding the  banks'  Involvement  In  de- 
rivatives, and  going  Into  a  little  more 
specificity  a*  to  the  nature  of  these  In- 
ttrumentt. 

A  derivative  It  a  financial  contract 
whose  value  depends  on  the  value  of 
one  or  more  underlying  assets  or  In- 
dexes of  aaset  values  It  it  also  an 
agreement  In  writing  between  Indlvid- 
ualt  that  they  will  at  a  future  time  de- 
rive a  certain  veJue  that.  In  the  mean- 
while, they  are  betting  on  The  bank 
regulatory  agencies  generally  define 
derivative  products  to  be  financial  con- 
tracts, such  a*,  to  use  the  specific 
terms,  forwards,  futures,  options, 
agreements,  swape.  and  the  like. 

Now,  here  Is  a  more  Insidious  thing: 
Mortgage-backed  securities  and 
collateraJUed  mortgage  obligations  are 
also  a  form  of  derivatives.  And  what  we 
have  been  having  In  our  country,  a*  I 
tee  It  even  a*  chairman  of  the  Sub- 
committee on  Hou*lng.  and  having  to 
do  both  directly  a*  chairman  of  the 
Banking  Committee  and  chairman  of 
the  tubcommlttee.  reeponslblUty  for 
the    oversight    and    the    authorization 
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Ui&t  U  a  subct&Btlw  lc«1al&Uv6  aspect 
of  whAt  Is  known  ai  a  Mooodary  mort- 
rag«  UwdUitloa.  or  CoT«nur.>nt-«pon- 
•ored  eaterprlBM  U  another  fancy  da- 
■crlpUTB  phr«M. 

Wh&t  I  hare  said  all  along  la  that  K 
your  [x-lmary  market  la  either  con- 
ecUteot  or  to  weak  u  to  amount  to 
ooDenstenoe.  what  do  you  have  a  sec- 
ondary mort«i^  based  on   then? 

O  1S50 

Thle  U  where  we  are  and  continue  to 
be.  The  entire  iltuitlon.  In  my  miad.  is 
too  volatile  for  at  to  act  In  a  oTmller 
Caahlon  aod  Ignore  It  and  not  eren  dla- 
eaaa  It. 

It  ha«  been  dlstreaslng  to  roe  that  I 
would  be  pretty  much  alone  In  dlecoas- 
Ing  this  In  a  Tonnal  and  In  as  thorough 
and  comprehensive  way  as  Is  poeeib'.e 
with  oar  limited  ladUtles  and  Btatfs. 
but  It  most  be  done,  as  I  have  tried  to 
do  with  leas  lUJ!  and  far  more  llralta- 
Uons.  going  bftck  to  the  1960's  and 
warning  since  then  aboat  whsi  turned 
about  to  be  the  debacle  of  the  late 
19e0's 

Now.  the  prtmary  purpoeo  of  a  derlT- 
atlTe  la  to  guard  against  Quctnatlons 
In  the  price  of  underlying  assets. 

Well,  what  do  we  have  right  now  In 
the  CAAe  of  the  derivative*,  or  whatever 
yon  want  to  call  them,  options  or  what 
not,  based  on  the  International  cur- 
rency market.  fDture  metrkel?  Do  you 
know,  we  have  got  that  now. 

Now,  actually.  I  am  going  to  give  a 
little  history  here  by  way  of  paren- 
thesis that  has  not  been  noted  as  far  as 
I  know  by  anybody  That  Is  the  very 
Orst  year  I  came  to  the  Congress.  I  was 
on  the  Banking  Committee.  We  had  the 
Secretary  of  the  Treasury,  the  great 
villain,  appear  before  us  In  one  o(  the 
very  few  meetings  we  were  having  that 
Orst  year  that  I  belonged  to  the  Bank- 
ing Committee.  It  was  known  then  as 
the  Banking  and  Currency  Committee 

He  came  In  and  said,  "We,  the  admin- 
istration, are  recommending  that  the 
sliver  transactions  tsjt  be  repealed  " 

That  Intrigued  me.  because  nobody 
much  seemed  to  be  knowledgeable 
about  It  They  all  seemed  to  say, 
•'Well,  the  Secretary,  this  great  villain. 
la  going  to  recommend  something  that 
actually  Is  a  needed  repeal." 

The  Secretary  aald  this  was  a  war- 
time taji  So  In  one  of  those  r«j^  oppor- 
tunities, because  there  were  few  Mem- 
bers In  attendance  even  then  when  the 
committee  consisted  of  31  members.  I 
was  able  to  ask  one  question  TTiat  was. 
"What  are  the  circumstances  now  that 
are  any  different  Crom  the  reasons 
given  during  wartime  for  this  tax? 
Wasn't  It  to  prevent  speculation  during 
war  on  the  silver  market?" 

He  said.  "That's  right,  precisely." 

I  aald,  "Now  In  this  post-war  period. 
though,  we  are  still  In  very  much, 
whether  we  want  to  consider  It  that 
way  or  not.  a  wartime  basis  " 

And  he  said,  "Well,  the  collateral 
reason,  the  main  reason  now  Is  that  the 
■liver  has  had  such  a  tremendous  de- 
mand In  the  Industrial  world  8lnc«  the 


great  developments  In  photography  and 
the  elements  that  go  Into  the  develop- 
ment of  photography,  that  It  Is  lost 
time  to  repeal  It" 

I  aald.  "Well,  won't  that  revive  a 
Bpecalatlve  market?  " 

He  said.  "We  don't  think  so" 

It  was  repealed  I  voiced  the  dissent- 
ing vote,  but  It  was  repealed 

On*  other  thing  I  asked  the  Sec- 
retary was  If  this  Is  the  use  of  silver, 
and  at  that  time  we  had  mooetlied  cur- 
rency: that  Is,  even  our  nickels  and 
qoarters  had  ellvw  content  You  had 
•llrer-^Mcked  note*  At  that  time  you 
could  dig  In  your  pocket  ani  pick  o\2t 
some  Treasury  note*,  as  well  as  what 
yoQ  have  tods,y.  lOO-percent  Federal 
Reserve  note* 

WhAt  It  meant  was  that  we  had  a 
fully  monetized  currency.  In  fact.  It 
was  90  percent  silver  In  our  coinage. 

The  dimes,  for  Instance,  what  a  dif- 
ference I  can  recall  the  tinkling  sound 
when  j-ou  dropped  a  dime  or  a  quarter 
or  even  a  nickel  on  the  eldewallre.  as 
compsjed  to  today  when  all  yoo  hear  Is 
a  clunk. 

So  I  asked  the  Secretary.  "But  If  this 
Is  true  and  thlf  tremendous  demand 
will  have  an  Impact  on  the  possession 
by  the  Treasury  of  silver  for  monetary 
purposes,  what  Is  to  prevent  an  even- 
tual either  Impossible  price  for  the 
Treasury  to  meet  and  ultimate  the  de- 
monetisation?" 

He  aald,  "That  Is  not  In  the  foresee- 
able future." 

Now.  that  was  In  April  19fi2 

It  was  exactly  3  years  later  that  the 
same  Secretary  came  before  the  com- 
mittee and  said.  "We  are  going  to  have 
to  demoneilM  our  currency  " 

And  since  then  the  last  monetlted 
currency  was  the  19M  Issue. 

So  today,  though,  what  Is  the  back- 
drop as  to  the  value  of  the  dollar  This 
Is  why  I  have  been  disturbed  ever  since 
the  announcement  at  the  Bonn  summit 
when  President  Carter  was  President  In 
1979  on  May  1  In  Bonn.  Germany,  the 
Europeans  announced  and  that  summit 
announced  that  they  agreed  In  prin- 
cipal on  the  development  of  the  Euro- 
pean monetary  system,  the  EMS.  and 
the  European  currency  unit,  or  the 
ECU 

I  was  the  only  one  who  reported  that 
In  the  Congress  either  on  this  side  or 
the  Senate  side,  because  I  felt  It  had 
tremendous  implications,  as  It  haa. 

Now.  the  dollar  has  lost  value  tre- 
mendously slnoe  1985  when  for  the  first 
WfiM  we  becaT.e  a  debtor  nation  since 
UM 

Now.  ray  eolleaguee  yoo  might  say, 
"What  does  all  that  mean?  " 

Well.  It  means  that  the  dollar  bill 
you  have  In  your  pocket  la  your  share 
of  the  stock  in  our  country.  In  our  Oov- 
•n'jnent  If  It  ha*  lost  60  percent  of  Its 
value  since  1S*5.  your  share  la  not 
gt)lng  to  be  worth  much,  but  more 
frightening  than  that  Is  that  if  the  dol- 
lar Is  replaced  as  the  International  cur- 
rency unit,  than  all  this  huge  mon- 
strous debt  that  we  have  piled  up  on 
the  governmental  sector,   the  private 


•ector  and  th«  corporate  sector.  wo<ild 
have  to  be  paid  back  In  aomebody  else'a 
corre.ncy. 

Th^  la  aomething  the  United  Statea 
haa  been  the  only  country  In  the  his- 
tory of  the  world  that  has  been  unable 
to  pay  Its  debts  In  Its  currency. 

But  my  colleagues,  I  have  expressed 
soy  fears  and  my  worries  and  particu- 
larly as  Intensely  as  one  voice  can  do 
After  all,  that  Is  all  I  have,  one  voice 
In  the  words  of  the  poet  Auden,  "All  I 
have  Is  one  voice  to  tmdo  the  folded 
line."  and  that  Is  not  much  when  you 
consider  the  tremendous  aspect  of  the 
potential  for  great  damage  to  our  na- 
tional Interests. 

Now.  as  I  said,  the  primary  purpose 
of  a  derivative  la  to  guard  against  the 
Cuctuallon.  But  how  can  you  guard 
against  fluctuation  If  you  are  betUng. 
as  you  do  In  the  futures  market  gen- 
erally, or  the  stock  market,  or  for  that 
matter  In  ray  book  the  way  the  things 
are  now  and  as  manipulative  as  these 
markets  are.  I  would  Jo&t  as  soon  take 
my  risks.  If  I  were  the  betting  kind,  at 
La5  Vegas. 

The  fluctuation  In  the  price  of  the 
underlying  value  of  the  assets,  these 
aseete  could  be  anything  rar.g1ng  from 
coal,  currency,  market-backed  securi- 
ties pork  bellies.  orar.gT  )ulce.  all  cf 
these  are  future  gambling.  If  you  will 

O  IGOO 

Most  derivatives  fall  Into  one  of  four 
primary  categories  dep^-ndlng  on  the 
nature  of  the  asset  In  Question  These 
cateporles  are.  one.  foreign  exchange 
contracts,  two.  Interest  rate  contracts, 
three,  commodity  contracts,  and.  four, 
equity  contracts  So.  the  danger  Is 
great,  the  kT.owledge  as  to  what  at  this 
date  can  be  done  to  redress  Is  sparse, 
very  little,  the  ability  to  hem  In  on  an 
International  level,  which  today  is  one 
one-thousandth,  or  more,  of  a  second 
which  can  be  flashed  and  symbolised 
reflecting  billions,  hundreds  of  billions. 
of  dollars  The  dealer*  of  these  Inter- 
national, and  especially  these 
Intermediaries,  they  cater  to  the  needs 
of  the  end  users  by  mak1r,g  market*  In 
various  derivative  products  such  as  In- 
terest rate  swaps,  foreign  exchange 
contracts,  et  cetera.  Depending  on 
what  that  derivative  product  Is.  the 
dealers  Include  commerclaJ  and  Invest- 
ment banks.  Insurance  companies,  and 
sometimes  even  nocflnanclal  busi- 
nesses We  are  the  only  country  that 
has  the  kind  of  so-called  deposit  Insur- 
ance system,  and  1  have  l>een  pointing 
this  out  now  for  years,  and  have  been 
unsuccessful  in  trying  to  get  some  re- 
form, at  least  on  the  level  of  the  bank- 
ing committees  It  Is  so  corrupted  from 
the  basic  congressional  Intent  that 
there  Is  no  way  how  I  can  tell  my  col- 
leagues what  a  terrible,  terrible  scam 
really  it  will  amount  to. 

One  does  not  have  to  be  a  mathe- 
matician to  know  that  If  you  have 
about  M  trillion  worth  of  Insured  de- 
posits Just  In  the  Amerlcao  commer- 
cial banking  system,  and  you  have  an 
Insolvent  Insurance  fund    that  yoa  do 
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sot  h&Ts  mucb  of  an  lD<iirajic«  •yitcm. 
But  bow  cui  It  bave  rott«ii  tb«t  way? 
Well.  tb4t  Is  t  lon«  story,  tjid  I  bave 
tried  to  put  It  In  the  Record  In  prior 
speeches  There  Is  no  use  going  out  of 
the  way  to  unnecesuxlly  burden  this 
discussion 

The  risks  posed  by  derivative  prod- 
ucts are  trerrendoui  They  are  tremen- 
dous to  the  smooth  and  efficient  con- 
duct of  our  economy  generally  and. 
more  specifically,  or  fluanciil  eysiera. 
banking  and  financial  system  Eiach  of 
these  risks  poses  a  separate  problem  to 
the  banks  themselves,  and.  as  I  gave 
the  sutls:lcs  In  the  Retord  the  lait 
time  I  spoke,  you  cin  see  for  yourself 
that  It  Is  out  of  con'.rol. 

So.  Mr  Speaker.  I  appreciate  your 
wIlllDgneas  and  your  patience  to  pre- 
side at  this  late  hour  on  Friday. 

Ths  primary  purpose  of  denvatives  li  to 
guard  against  fluctjst'O^s  In  t^e  pr^c«  o<  urt- 
(Je-'V^  tisats  **iic^  range  in  vaieTy  from 
gold.  Currency,  and  rrori^ge  backed  socun- 
toes  10  port(  C)«ii<e$  arMi  orar^ge  juco  Most  de- 
nvarves  fall  into  one  of  fou'  p^TT^af*y  cat- 
egories depe-.ding  on  t^e  r\aiure  of  the  asse*. 
In  queston.  T^iese  ca'egones  are  foreign  ex- 
change contracts,  interest  rate  contracts,  com- 
rryxjity  conuacts.  and  equity  contracts 

T>>ere  are  two  broad  categones  of  partici- 
pants in  der\aCve  marvets — erKl  us«rs  and 
dealers  In  pnnopie,  tfey  are  d'stjnguisned  by 
their  rTy^t•va^on  In  pracTKe,  sor^e  ad  as  both 
end  user  and  Caa'srs 

Eve  ,.S£»i  V  !x»-.*'-vts 
There  8'e  a  wice  vaiery  of  end  users  of  d^ 
nvatives  mc'uding  corporaoons,  banki.  sav- 
ings and  loans,  insurance  companies.  Invest- 
ment banks,  pension  fur^s  and  even  gcvem- 
rrent  ajenctes  Fof  ttese  er^  users,  Oenvti- 
tives  se^e  to  reduce  risk  and  uvrrease  profit- 
atiitfy  FcK  exa"npie.  a  U  S  car  cor^pany  *mlt 
purchase  forO'gn  ekc^.ange  contracts  to  pro- 
ted  the  rry^ney  It  ea'"s  m  Eurci*  from  fkxtuB- 
t>cr\s  in  tne  price  d  r>«  doiiar  versus  ttie  Ger- 
n-.ar  mark  or  Frencti  franc  An  insurar^ce  com- 
pa.ny  will  purchase  an  interest  :ate  conracl  lo 
ensure  that  n  ^.as  a  ftj<ed  stream  of  mcoma  to 
pay  off  Its  annuiBes  As  maragers  becon^ 
more  sophisocaled  m  managing  the  nski  as- 
sociated witti  a  parjcuiar  business  actvity,  tM« 
use  of  denvative  produds  will  contnue  to 
B'ow 

DCA^ttS  Of  D£n.v*-Tvts 
Dealers  or  Intermedianes  cater  to  the  rveeds 

of  end  users  by  makjng  rriarVets  in  vanous  de- 
rivative products  Such  as  Interest  rate  swaps, 
foreign  eichange  conttads,  ei  cetera  0«- 
penaing  on  the  denvalive  product  dealers  In- 
clude commercial  anc  rnvesimeni  banMs.  in- 
surance corripantes.  and  sometjmas,  av*n 
nonfinancal  bu&nesses 

For  enample,  tracvtcrii'i  the  rnavi  tJea^ers 
of  foreign  exchange  arxl  interest  rale  contiacis 
are  corrviTercial  banks,  while  investment  banks 
are  traditionary  the  Largest  dealers  of  com- 
modity and  eqjify  contrads. 

Dealers  generate  Inccnrie  from  trer\sactoo 
fees,  bid<fier  spreads,  and  their  own  trading 
posjtions  Trie  large  nx)ney  center  banks  are 
Increasingly  retymg  on  this  type  of  activity  to 
general*  income  instead  of  traditional  adivi- 
bes  such  as  lending  money. 


RiSU  POStO  rr  M«rv«Trvl  >noOuCr| 

D«rlvai>ve  products  ar«  Msential  to  th« 
jtnoolh  and  etfkrlent  functioning  of  the  eeoo- 
orrry  Nevertheless,  V^t^  are  rrvny  n&lu  asso- 
ciated with  these  often  complex  products  Th« 
risks  arising  from  Oenvative  tranaactiona.  al- 
Ihough  trxxs  compien.  are  similar  to  thai  of 
tradibonaJ  bank  lending  Risks  assoaaied  wtoi 
derrvaoves  IrKlude  counterparty  credit  risk, 
marvet  nak.  s«rt1em«ni  nsk.  operating  riak, 
mark«1  Hquidity  nak.  legal  nsk,  and  aggregate 
or  mieroonnectiofl  nsk.  Bank  loans  a/s  also 
Sutied  10  many  of  these  risks 

Eiicfi  cd  lh«s«  nskj  po5«s  a  separate  prob- 
lem te  banks  as  they  smempt  vo  evaluate  th« 
safety  and  pro^tabiiify  of  denvaove  products 
They  also  posa  proCems  to  regulatory  agerv 
oes  that  a'e  anempting  to  evaluate  the  safety 
»nd  soundness  of  denva^vs  produd  sctvlBej 
at  tr>dividual  Ir^st/tubons.  as  well  as  colldCtTvely. 

Steps  need  to  be  taken  to  ensure  that  bank 
rhanagen^ents  and  bank  regulators  fut'y  under- 
stand ttie  nsks  of  denvative  produd  activities 
Market  parlcipano  and  bank  regulators  must 
•nsure  trial  banks  f^\9  adequate  nsk  mcMlor- 
tr>g  systems  in  place  and  that  those  systems 
a/e  (urKtiOning  properly, 

I  am  concerned  thai  tianks  and  the  bank 
leguialcry  agencies  may  not  fully  understand 
the  Implications  of  their  actr/rtjes  and  the  darv 
gers  de'T.atives  pose  to  the  stability  of  our  fi- 
r\anciai  system  Statistics  on  denvat.ve  prtsd- 
uds  held  by  bank  holding  companies  Indicate 
that  credit  exposure  problems  from  derivative 
products  held  by  individual  banks,  as  well  as 
colledively,  are  potentially  enormous 

VOLLVt  Of  DE^"v*'rv£  HOLCir^S  A  «ISX  TO  SANHiNG 
SYSTEM 

U  S  banks  are  a  rriaior  player  In  denvative 
mantels  Data  on  the  ry^tional  value  of  denva- 
tive cont/ads  involving  banks  mdicaie  that 
most  of  the  volume  in  these  products  is  con- 
centrated in  a  lew  large  money  center  banks 
that  ad  as  deaie-s  of  denvative  products  The 
volume  of  denvative  txiJdings  at  bank  tiolding 
companies  na5  b&en  relativety  steady  sirKS 
the  tar^k  leguia'ory  agencies  started  galhenng 
staistcs  in  1990- 

As  o'  June  1992.  the  notio'^  value  of  deriv- 
ative prooucts  held  by  U  S  bank  holding  coov 
panies  was  over  S5  trillion.  This  amount  rep- 
resents the  pnncipl*  amount  of  the  urxjerlying 
assets  10  which  the  denvative  prtx)uct  it  in- 
dexed 

It  IS  Important  to  note  that  the  nobonal  value 
of  ■  denvative  contrad  Is  not  necessaniy  ■ 
useful  measure  o(  nsk  exposure  The  regu- 
lators have  pretty  good  estimates  of  the  credit 
nsiu  associated  wtlh  denvative  produds 
Credit  exposure  Is  defined  as  the  nsk  of  de- 
fault by  a  counterparty  The  regulators  are 
worlung  on  ways  to  quantify  the  other  risks  a»- 
»ocia1ed  nvith  denvative  proOuds  Credit  nsk 
exposure  usually  amounts  lo  a  small  tracuon 
ol  the  no&onal  value  of  the  denva^ve  hok^rigs, 
S9y  2  to  3  percent  But  w«  rrTust  keep  m  mind 
Ihet  credit  exposure  statistics  are  estnaies 

The  Basle  Capital  Accord  msk»9  bAnks  set 
aside  capital  for  credit  exposui*  mvorving  de- 
rivaiive  products  Since  fl  la  somewhat  difficult 
to  measure  credit  nsk.  11  is  difficult  to  erasure 
banks  are  putting  enor/gh  aside  to  covir  futijre 
k:isses  On  lop  of  that.  Ihire  are  rhany  other 
risks  related  to  denvative  froduds  such  as  irv 
leresi  rate  nsk  trial  are  r>01  yet  Incorporated  in 
the  Basle  Accord 

The  aggregate  credit  exposure  to  the  bank- 
ing industry  from  derrvatve  holdings  rs  In  the 


neigf«o<t«od  o«  tlOO  to  $200  b«Hon  WM* 
l^at  amount  K  tpproachir>g  half  the  captal  01 
the  entire  banking  system,  at  »r>y  one  IWie  H 
K  difficufi  to  say  with  certainty  mrhai  pen  01 
(fwt  exposure  IS  real,  or  in  other  words,  at  risk 
o<  defaun  It  depends  on  Ih*  worth  o*  the  un- 
derlying assets,  not  the  dertvatlv*  produd. 

The  total  credit  expoeure  from  denvative 
produds  at  Ihe  money  center  banks  I*  we*  In 
excess  of  100  percent  ol  their  capital  TNs 
enonnous  concentration  o>  nsk  couk)  poee  an 
omlrx>us  threat  lo  an  Irxjrviduel  bank  If  the  urw 
denying  assets  associated  with  the  derivative 
produd  lum  sour  I  am  womed  thai  ■  large 
wedrl  default  or  jystemauc  problem  m  an  i»v 
derlying  mantel  couki  cause  a  catasuoph* 
that  could  easily  edipee  the  capital  ol  our  larg- 
est banks,  and  endanger  our  deposit  rvsur- 
aoce  fund 

The  sheer  rr^agnltude  of  the  bank  hoidings 
of  dehvatrve  pnxlucts  and  the  vulnerabilrty  of 
certain  banks  raises  senous  quesboru  about 
the  systemaCc  risks  poeed  by  derivative  prod- 
uds and  the  rneans  used  to  regulate  denve- 
ttv*  markets  to  ensure  (he  deposit  insurance 
fund  IS  proteded 

Undersconng  the  uncertainty  eurroundrng 
the  systematic  nsk  of  denvatives  is  the  fotksw- 
ing  quote  from  the  bank  regulatory  study  1 
mentioned  earlier  called  ■Denvative  Produd 
Activtes  ol  Commercial  Banks "  T>i*  report 
stales: 

EstlmfttlDf  the  future  credit  evporure  of 
derivatives  Is  s  more  difficult  tajk.  Unlike 
credit  exposure  of  a  loan,  the  exposure  of  a 
derivative  transactloo  can  cb&cpe  as  tbe 
price,  iDdex  or  rate  of  the  underlying  Instru- 
meot  changes  Tbe»e  changes  cajmot  be 
known  wich  certainty. 

In  other  words,  II  is  very  difficult  to  know  the 
degree  to  which  an  Individual  bank  is  threat- 
ened by  exposure  to  denvative  ixiidings,  and 
utbmateiy.  the  exposure  to  the  deposit  Insur- 
ance fund  All  the  bank  regulators  can  do  ai 
this  time  IS  to  make  an  educated  guess 

This  is  disrjrbing  because  all  you  riave  lo 
do  IS  rememtier  the  threats  posed  by  bank  ex- 
posure to  LDC  debt,  real  estate  speculation, 
and  highly  leveraged  fransadions  to  realize 
that  the  bank  regulators  t^'/a  a  ratr<er  dismal 
track  record  of  Identifying  systematic  nsks. 

The  general  nunager  ol  the  Bank  for  inier- 
fMtwnal  Sememenis  recently  stated  that 
banks'  participation  In  denvatv*  ma-iiets  has 
"reduced  the  bar^sparency  of  balance  sheets.' 
He  said  the  effeds  on  the  banking  system  of 
any  disturtiances  had  therefore  become  hand- 
*r  to  predict  He  also  staled  that  he  was  con- 
cerned about  the  possible  buiW-up  of  sysle.-n- 
aK  problems 

CO«CEl»i  FOe  SPECUVJITOOS 

Anotfier  related  concern  I  have  about  the 
denvatives  martiet  Involves  specuiabon  Re- 
cent press  accounts  stats  tr^al  Mr  George 
Soros,  tw  manager  of  the  Quantum  Firid, 
made  over  Si  billion  In  betting  against  the  Bnt- 
tsh  pound  1  am  Interested  in  knowing  how  Mr. 
Soros  was  able  to  make  such  profits,  how 
much  of  his  Investment  capital  Is  from  tiank 
ksans.  the  U  S.  bank  exposure  to  Mr  Sorta' 
fund,  and  the  role  denvatives  played  in  earn- 
ing Mr  Soros  thai  wfndfall- 

In  the  r^ear  future.  1  will  ask  the  Federal  Re- 
serve and  SEC  to  review  Mr  SortM'  impad  on 
the  foreign  exchange  rr^arkel  to  determine  11  11 
is  poss  bie  for  an  tiySiMiual  edor  such  as  Mr, 
Soros  to  manipulate  Ihe  foreign  exchange 
market. 
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At  •  nitrwni^MI  Is  in  |h«  bMt  IrtArMi  olth* 
F*d*ril  RMtrv*  and  oth*r  o^rtm  teniu  to 
fuUy  undftmand  Mr  Sorot'  rrvOxxSology  for 
manpulating  tr>«  FX  merket.  AA*r  afl.  (h«y  ara 
comp«tjng  head  on  wtm  Mr.  &oro«  In  an  alfoft 
to  manipulala  ir>a  waiua  of  wtous  currancioa 

WO^UMO  CM  anCATCK  mfiCftSTANOMl 

On  rm  dcxTtaaac  Iront  tta  bank  ragiianrv 
ff«j9t  ooninua  to  r«rina  tfw^  i#vlar3tan(tno  0< 
t^  wofidog  ol  94  da«tv«bva  mamti  and  irv 
oorporata  Wl  kncwiec}^*  Into  the  #Jiai'wMbon 
pfDcass  tt  !•  tmp«rsti\«  not  r«  reg^Aa«xs 
usa  Ihaif  tcnowSfrj^  to  poica  bank  denvabv* 
martiBt  actMtfts  throuyh  on-nta  bank  axant- 
nabont.  Bank  axammdfs  musl  kriprov«  Chan 
ab^ity  to  assass  tha  adeQuacy  ctf  r^liwlua] 
bank  ftsk  maf^ao•man(  tyslafria  In  ad(lt>on. 
VoubM  InsSW&ona  l^OiAl  undargo  grvatar 
•CfUlrny. 

Oir  domatOc  bank  rayulatcxi  e)90  naad  to 
ttrtva  to  understand  V>9  •ntJ'^  d^rtvalh^s  mar- 
kat  not  K^  1^*  bar*  angia  T>>«ra  ara  numar- 
ous  nor^iank  d6«t«rBtry«i  OealerB.  Tha  bank 
regiiatorv  naed  to  undervtand  how  ouUUa 
(orcas  suc^  at  nonbATM  d«/fv«ttve  pmvfcjfi 
Impact  bank  partidpation.  K^  oe>ar  «kxiS>.  tw 
bank  pagiiatort  nnust  tncraaaa  coordmaAon 
wm  r«  SEC  CFTC  Stata  rvgulaiort.  and  iha 
wrt-fBguJatory  cxganJifltKJOS 

Ojf  r»gut3K<s  rrxysi  a*so  iwak  to  anhanca 
coo'^nabofl  wnh  tc-^v^  bank  re^^ulattxs  That 
affon  could  ba  anhanc«d  K  tha  FadaraJ  Ra- 
M'va  woukJ  Ibrmalty  jcn  iha  Bank  (or  intar- 
nattonail  Sattlamants  tt  b  bayond  ma  why  the 
Fadefst  Resarva  has  revised  to  formofiy  {oin 
IhASrS 

Tha  US.  b&rk  ra^Liator^  shoctfd  also  taka 
tha  laad  In  fxomohr^  domestic  and  kUar- 
rmSKfnAi  aftons  aim»o  at  the  BiATKi&n^zAtyjn  o4 
raporvtg  fB^sd  to  bar^  derrvBt^a  actMbaa 
Al  prasari  t^  aooouotmg  standarxts  aaibng 
txx^  *n  the  Unrtad  Sww— the  Finance  Ac- 
WKTTttng  Stendanis  Boa^J  (FASBl  is  devatop- 
Ing  a  atudy  aimed  at  «aiXJ«nAzing  financia! 
statsmani  rapotrng  o/  derMitrv*  ptDducts 
FAS8*t  wodt  win  hava  a  profound  Infkianoa  on 
darlvabva  prodod  reporting.  f>a  raguialort 
choukS  work  with  FAS8  to  davatop  mo(«  In- 
dep9^  and  usaKil  (ksclo«ur%. 

I  stToog^  urge  our  regUaton  to  work  wtlh 
•ccointng  and  bank  «uparA»orf  acnsas  tw 
g»o6a  to  begin  devekx>*r>g  starxSartSzad  means 
for  rT\a«sur>ng  rtsfcj  O*  bank  aipOSUra  to  ^iW- 
ttrva  products  as  w«fl  as  »ettrf>Q  common 
ctaodanH  for  disclosing  these  rtska  In  ac- 
OOunOng  stalements. 

The  Bani(  kx  Internationa/  S*(tfamar^  [BIS] 
beWv^s  V^al  «cridwide  stattsbca  on  banfc  ttc- 
poeura  to  derS«trv«s  shoiid  be  cuiectBd  and 
pub<^^ad. 

ccMCiuaoN 

Oerlvattvas  an  an  acsanfta)  taatura  of  a 
ma/Vat  economy.  Th«y  help  to  nMirizM  rtsk 
and  oftar  opportjittte  to  Increase  proCubdity. 
Ther*  are  also  risks  assocaiad  win  derrvaina 
products  We  rrxiSt  ensixe  9\at  bank  dealers 
of  de<tvatvo$  m  Vie  Urvied  Sutes  arid  abroad 
ara  prrxie'V  tupervisad  and  V^tf  d«rtva0s« 
marvats  are  adeguatefy  regut^tsd  T1  not  prop- 
erty ragotaiad.  denvanve-retatad  acl}v4t)«s 
oomd  poee  a  sartous  threat  to  iha  heanh  of 
aome  mor^ey  center  banks,  and  e%«n  the  de- 
posfl  lr%fiurance  fcjnd.  Ir^adequate  f%giiation 
may  aJso  permM  marVet  fnar>«rulat»ons  Chat 
•arve  rx)  u&etj  purpose 

I  «4I  oor«nue  to  rrxy^Hor  devetoprr^nts  In 
9ym  d^^Kvlvat  area  to  anai#a  Vie  taxpayer  Is 
properly  protected. 


(From  the  New  York  Times,  Joe*  10.  U93] 
CtnaniCT  MAanrra— Wkxw  8oRoe  BrsAn. 

WOfLLD  UaMLXTS  LiSTW 

(By  Alien  R  kOenool 

Odc*  er^io.  OeafT*  Soroe  la  pattlnc  bts 
nkooUi  vtiere  Us  niooej  is.  Be  pabUshed  a 
ieLLer  in  Tb«  Tlmae  of  London  rvaUrdej  mj- 
Lnc  UxAt  tb«  Oermas  mAtk  Is  boaa4  to  Call. 
fsnilnr  Borope's  Biiflitlect  ourreocr  so  4o 
jut  UieC 

Mr.  Soroe  htm  no  east  oo  the  board*  of  the 
Oernxaa  Bxm4«sbuik  or  Uw  FedaraJ  Reearrs. 
bat  oeocni  beniure  mL«^bt  w«U  vovy  bU 
power  io  make  correacy  oiaj-keu  ractie  aod 
Ooake. 

TeBterdflkj  wme  the  tblrd  Un^  la  reoecit 
OKUilhi  that  the  Umelj  dlscloeiire -of  his  lo- 
THtmeou  helped  Ukcreue  their  vmloe.  "It's 
a  Dew  wmj  of  maklnf  mooer."  David  C 
Roche,  a  Land  on -based  straterltt  for  Morriii 
Btanley.  mld^  *'A  oombtnaUoa  of  Judicious 
txiTestnwDt  at  the  bottom  of  a  market  and  a 
pohltdty  ooap." 

aeoaoeHAArrr 

Teetsrdaj.  thn  mark  fell  afalnst  the  dol- 
lar. a«  truSen  lo  the  United  8Ut««  uid  Eu- 
rope ajrr»«d  that  tt  wm«  %  Soroe  market.  Id 
N««  York  tradliic  the  dollar  rose  to  1.63Sd 
marks,  from  1.8250  marks  oa  Wednesday 
£arUer  la  Europe,  the  dollar  Jamped  to  1-6300 
marks,  b-om  1.622S. 

Prertoualy.  tOT»«ton  also  rosbed  Is  to  bo; 
gold  and  fold  stocks  after  the  dlscloeore  In 
AprU  that  Ur  Boroe  h&d  tAkeo  a  larre  etake 
Ic  Hewiaoot  HloliMr  Juac  lAJt  week,  the  aa- 
BOOXKiement  of  bti  Tvotnre  with  the  Brltlab 
Land  Company  to  boy  British  property  set 
o0  a  rally  is  reaJ  ettate  stocks. 

Mr-  Soroe  manatee  the  Quaotam  Pnod. 
which  has  blllJoCLS  of  dollars— and  bOiloos 
mors  throGSb  borrowing— Co  deploy  Lo  any  of 
the  world  •  marketa.  Ht  reportedly  earned 
more  thsji  tl  billloD  last  September  bettloff 
acslnst  the  British  poaod  and  other  cor- 
rvJOClBS  that  CeU  sharply  vbeo  they  Qed  the 
Suropean  Oommonlty's  system  of  Used  ex- 
chsnre  ratas. 

A  spokesman  for  Mr.  Soroe  refused  yester- 
day to  cocnmeot  on  his  correDt  Investments. 
aayinc  only  that  Ms  tetter  stood  for  Iteelf 

With  his  letect  position.  Mr  Soroe  baldly 
oooItoDta  Helmat  Schleeln^er.  chief  of  the 
Bondeetiank  and  prime  defender  of  Che  Oer- 
mah  oorraocy.  *1  evpacc  the  mark  to  Call 
acalast  ail  aujor  correodee."  Mr  Soroe  said 
Ifl  a  laTlshJy  diapUyed  letter  of  article 
lenrth  l£  yeatanla^'sTlmee  of  Loodoo. 

The  Bondeebaok  Is  determlzked  to  keep  the 
ooets  o<  Oennaa  onlflcauoo  from  rerlrtnf 
InOaUoo  and  erodlnc  the  T»ine  of  the  car- 
rency.  To  bolster  the  mark,  and  throttle  la- 
Ostlon.  the  oeotrei  bank  has  kept  Intareet 
rates  hi^h.  maklnc  0«rms£  curreacy  and  la- 
reetsients  relatively  sttr»cUvs. 

Bat  Germsny'e  rftc««sk>a  has  beoome  so  se- 
rious that  Mr.  SchJeslncer's  retirement  In  a 
few  months  wUl  prodoce  aa  abrupt  chaafe. 
accordlnc  to  Mr  Soroe.  To  sUroolate  the 
economy,  he  said.  *'S2)orvt«rm  tctereat  ratas 
wUJ  have  to  bs  lovsred.  whetber  the 
Brmdvebaak  likes  It  or  boC" 

Mr  Soros  eald  thst  Gerrrma  bood  prices 
vootd  then  rise  ts  marks  but  Call  lo  eahie 
ODD*  earhance  ntes  &r*  factored  In.  *'Por  the 
■aks  td  foU  dlscJoeore.  1  ajn  ulkloc  eny 
book."  or  proczwUn^  the  vmJoe  o(  his  Urvaet- 
macta.  Mr.  Soroe  aaJd  parentheocally. 

Eoropesji  leaders  hav*  relied  arilnat  speo- 
•alators  like  Mr  Soros,  with  one  '''racrh  ?m- 
clal  wen  speaklnc  of  beheading  As  the  rlob- 
a]  tradloa  of  oorrencles.  (or  oommaroe  as 
areU  as  Investment,  hu  reached  SI  tniUon  a 
day.  th*  ceotrmJ  bsLnks'  etforts  last  Call  to  de- 
fend their  curreocise  succeeded  primarily  in 
hsr'llPt  Ujt*  rhupkr  ot  their  reeerree  to  the 
apeculatora. 


otrcNps  acnvTTTzs 

Mr.  Soros,  a  native  of  Bon^ary.  defeaded 
his  acUritlee  In  hu  letter,  first  aotlnv  that 
hie  tcvestnkent  proHu  Onaoced  his  chari- 
table work  is  EAsters  Gurope 

"]  do  aot  ee«k  profits  In  Eastern  Europe 
and  I  do  not  act  as  a  philanthropic  LosUtu- 
tloo  ts  the  Clnaaclal  markets."  he  laid.  **1 
try  to  avoid  spvcoJat^rs  actJTitJet  that  could 
prore  wsntonly  destructive,  tvt  I  see  no  rea- 
son to  atMtalD  Crom  moves  that  wo«ild  hap- 
pen eveo  without  my  participation.  Of 
course,  la  msklnf  sucb  Jod^meota.  I  am  ao 
more  InfsiUble  than  Lbs  ceotra)  banks." 

In  Loodon.  the  bub  of  currency  trmdlnf. 
many  others  take  his  side  "Mocc  of  os  in 
LoBdon  are  abaolotely  deU^bied."  Thomas  J. 
Berrer.  manager  of  Blanchard  Sbort  Term 
Global  Income  Fund.  ssld.  "We  think  the 
dollar  will  mors  al»ad  acalost  the  mark 
We're  bappy  to  have  tilni  os  the  team.** 

CuTcDcles  oould  twosoe  much  rru>re  with 
the  release  at  United  States  producer  prices 
tomorrow  and  oonsumer  pnc«s  next  Tsee- 
day.  Stewi  Bell,  an  eoooomlc  advisor  (o 
Deutache  Bank  Baeearch.  said  that  restwed 
Innadoo  oould  oaose  tbe  Federsl  Reeerr*  to 
lift  interset  rates.  Outher  ralslnc  the  raias 
of  the  dollar  sfalsst  the  mark. 

The  unemploymest  report  out  last  vaek 
aocvested  a  stren^tbesinc  eoonoxny  that 
mlcbt  also  foeter  hlcher  interest  ratea  T^ 
exchaace  rate  promptly  }amped.  ovore  than 
after  Mr  Soroe's  remarks  yeiterday— evi- 
deaoe.  be  ml«ht  say.  that  be  Is  ultimately 
following  the  markeU  rather  than  leadlof 
them. 

fFrom  the  New  York  Times.  June  10.  L3831 
DOLLaR'8  OncER  Gaws 

AXoAf  with  rlslof  against  the  Oerman 
msxk.  the  doUsj-  posted  other  rains  and  held 
Its  fToand  acaiAst  the  Japan eee  yen  yester- 
day. 

Andrsw  Hodfe.  rice  prscldent  at  Bank 
Brussels  Lambert,  ssld  the  dollar's  strength 
acalnst  most  msjor  currencies  reflected 
stalls  of  rrowth  Id  the  American  eoooomy 
These  included  tbe  Msy  employmeot  report 
and  sharply  higher  new  borne  ssjea 

Yet  trsdluf  remslned  subdued  yesterday  In 
advance  of  tomorrov's  prodacar  price  report. 
a  key  measure  of  Inflatloo.  A  report  showtnc 
moderate  or  light  lofUtJon  oould  bort  Che 
dollar  stDce  the  FederaJ  Reeervs  would  bs 
leas  Likely  to  raise  inLereat  rates  to  oootrol 
Inflation,  traders  said  RLther  rates  vouid 
make  the  dollar  more  attracctve  ovsrseas. 

FlnaoclaJ  markets  in  Japan  were  closed 
yesterday,  a  national  boliday.  for  the  w«d- 
4inc  of  Crosrs  Prlnoe  Nanihlto.  In  New  York. 
the  dollar  dosed  at  IOt.45  yen.  up  Crom  106  <0 
yes  late  Tueaday 

Tbe  British  pound.  meaoTbile.  fell  Co 
S1.6U6  la  New  York.  Crom  U  &301  oo  Tueeday 
Tte  dftcUse  was  sttrlbui«d  in  part  to  a 
speech  by  Norman  Lan>oot,  Britain  s  former 
Chancellor  of  the  Excheqoer  In  which  he 
harshly  cntlclaed  Prime  Minister  John  Ms- 
>or'e  leadership 

(Frum  the  Wall  Street  Jooraal.  June  1&  USG] 

A  Bad  Swat  roa  TazPiYSBS 

<By  Martin  Mayer) 

la  their  eacemess  to  boost  th*  appareot 
profltsbUlty  of  the  instiratlona  they  orersee. 
the  world's  tkankinr  reguiators  ars  on  the 
Terse  of  approrlnf  a  ^Angeroos  new  acoonst- 
ipy  fimmlck  Tbe  jew  proposal  ts  called 
""xiettlnf ."  and  Its  pDrpor.e  li  to  eocourave 
benks  to  expand  their  InvoIvemeDt  In  the  es- 
otlc  *'derivaave"  lostromenu  that  already 
fenerate  a  slzahle  tyactioe  of  the  reported 
profits  of  our  larger  ttaoka. 

l^eee  Casey  swap  contracts  and  options 
BOW  total  more  than  M  trlHioD  Is  face  vaJQ* 
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world  wld«.  wlU>  siQcb  mor«  to  corat  Like 
th«  "rltk-coolmllM  arbiUM*"  Wkll  8u-**t 

poshed    OD    U)«    unco    Ul^    l04J]«    wbdo    tht 

<«fiil*ton  w«r«  eocouj-ftftnc  Ui<m  to  b*  kd- 
/•oturoiu  LD  dinlcff  out  Crom  UmIt  trooblw. 
theM  c«cb£olofficAllr  UiveoUTt  fur*  b«u  ftT« 
iQppo»»d  to  Mp&rtt,«  risk  t^d  reward.  What 
iLer  vUl  r«ali7  do.  lik«  ihtli  pr«d>cM5crt.  Is 
lac  tht  baxki  k»«p  tL*  rwardj  wbile  tba 
ffOTammaot— iba  tajtpay«r— wUtiU  np  wittk 
tht  rukj 

Tb«  Idea  b«b]Dd  tbese  ddii^aUvea  la  qutta 
ilmple  Mortfm^  UDd«r«  for  «XAmp]«.  art 
fundfrd  roo«tl7  oat  of  a  mocer  market  where 
lct«rest  ret««  chacf*  every  day  Uoma  buy- 
an  wact  fljedrau  mortg^et.  Harlnf  wriv 
tao  a  mort^vre  Lbat  wUl  ba  paid  oCT  od  a 
(lied  income  iiraam.  a  bask  can  fo  out  asd 
make  a  deal  wiLh  a  leader  that  Dee<la  a  Oxed 
income  itraam  od  Ita  loans  (an  Inrunnca 
company  Uiat  oCfere  anooiues.  for  exajnple) 
and  will  a^ee  to  pay  the  bank  a  variable  Ln- 
terest  reta  oo  the  eame  amount  of  mcoey. 

U  Interest  rmtaa  ro  down,  the  reclpleot  of 
the  fixed  nta  wins.  U  intarast  retes  ro  op. 
the  raclpleot  of  the  variable  intareet  reta 
wins.  T^e  back  has  bel«»d  the  risk  that 
ret««  wUl  rise  above  the  rat«  charged  on  the 
mort^a^e.  and  the  insurance  ccmpaoy  has 
assumed  that  risk  Tbe  terms  of  the  swap 
will  reflect  prevailing  views  od  whether 
retes  ar«  going  cp  or  down 

Foreign -exchange  swaps,  plooeeired  by 
SaiomoD  Brothere  In  I'^'l.  benefit  companJat 
that  can  borrow  more  cheaply  In  one  coactry 
than  in  another  A  company  that  li  better 
known  In  Switzerland  than  in  the  U  S.  can 
»eU  SwlJS-francHjencm.LDated  paper  id  Zurich 
and  swap  the  Irancs  for  dollars  with  a  com- 
pany that  can  easily  s«ll  doUarnle Dominated 
paper  Ln  Lbe  U  6  but  needs  Swiss  Cranes  to 
do  Its  bu£tD«ss  Swaps  can  corr.tiDe  interest- 
nt«  nsk  and  exchange-risk  and  lots  of  other 
risks,  and  they  can  and  do  extend  In  daisy 
chains  of  deals  Tbe  banks  try  to  balance 
their  exposures — swtppiog.  say.  pcvinds  for 
marks  with  one  party  and  then  marks  for 
pounds  with  another  party  to  lock  Lc  a 
spread 

Swspe  have  fasblooable  and  unfashionable 
sides— If  the  world  thinks  Interest  reus  are 
falling,  people  woo't  want  to  commit  them- 
•elves  to  fixed-rate  paymeou  So  the  banks 
pay  their  coucierpartles  to  take  the 
acfa&hionatle  side  British  municipal  gov- 
•mmenu  in  the  days  of  v«r7  high  rataa 
agreed  to  pay  Hxed  ratas  and  recaiva  vari- 
able retes.  because  they  got  paid  cash  op 
CroDt  to  do  so— then  defaulted  on  the  coo- 
tracts  because  they  couldn't  afford  to  live  op 
to  them 

Last  September,  banks  that  had  swapped 
their  marks  for  aomebody  else  s  pounds  lost 
almost  Z)\  of  the  faca  value  of  the  swap  in 
CDS  awful  day  No  doubt  they  were  "hedged" 
against  this  disaster  with  oountervalling 
fwapa  that  eDtltled  them  to  aomebody  else's 
marks  against  their  pounds— but  If  the  party 
to  that  swap  had  gooe  bust,  which  was  by  oo 
means  impossible,  they  d  have  had  to  swal- 
low a  considerable  loca. 

Swiss  Bank  Corp.  la  cuing  other  banks 
around  the  world  for  the  U3  oiJJMoo  bath  the 
Swiss  had  to  uke  fust  from  interest  pay- 
meets  that  wereo  t  made  wheo  Macy's  da- 
fSBlted  00  a  swap  contract  as  part  of  Its 
bankropuy  proceedings  Macy's  took  a  swap 
deal  DO  truly  solveot  company  would  have 
accepted,  because  It  was  paid  to  do  so  Tbe 
world  has  DO  shortage  of  struggling  banks 
and  sinking  companies  to  grab  whatever 
deals  the  banks  offer. 

Swapa  are  presaoted  to  the  r«gulaton  (and. 
Indeed,  within  the  busloess)  as  risk-shifting 
devices  that  will  make  the  financial  system 
sturdier  Aod  risk-shifting  Instrumenta  al- 
wsys  start^Uke  program  trading  and  mort- 
gage-backed aecorities— as  ways  to  diversify 


portiolloa  and  badge  the  dangar  of  lo«s 
Short-tarm  hedges— the  aale  of  bood  fntarea 
by  oxderwTitere  marketing  new  corporeu 
boods.  for  eiampla— are  an  ondoubted  socrca 
of  safety  &ut  in  the  end  the  risks  of  prograni 
trading  tall  not  oo  the  nsk-aversa  peosloo 
funds  and  Lcsuruca  companies  but  oo  the 
voclferooj  gamblere  In  the  Chicago  plu.  baJf 
of  whom  go  broke  every  year  The  trust  la 
thav  ovar  time,  nsk-abirtixkc  devices  shift 
the  risks  onto  the  shouldere  of  those  leaaa 
able  to  baar  them. 

"Netting"  cooceals  thaaa  risks  By  allow- 
ing a  bank  or  isvestma&t  bank  to  subtract 
the  mark  or  floating-rata  income  straajni 
that  othen  owe  It  Crom  the  similar  Income* 
Btreamj  It  owes  othere.  the  re^^latore  In  af- 
fect pot  their  resources  behind  these  gam- 
bles. 

In  the  new  propouls  trom  the  Bank  for 
IntemationaJ  SeiUemeDU.  which  the  Fed- 
eraJ  Reserve  has  teotatlvely  endorsed,  the 
reCTilfctore  hide  behind  a  yet-io-be-eetab- 
llshed  swaps  clearing  bouse  that  would  take 
raspoDSlblllty  for  the  cootrects  of  Its  de- 
Iftultlng  membere.  the  way  a  payments  clear- 
ing house  ukee  re&pOD8:bllity  for  the  steam- 
er trunks  full  of  checks  and  the  electronic 
ordere  its  membere  exchange  with  each 
other 

But  swsps  clearing  bouses  dcn't  exist,  and 
what  they  would  have  to  settle  are  oot  trans- 
actions In  fungible  mcoey  bot  tailor  made 
obll^tions  that  can  and  will  be  priced  in  dif- 
ferent ways  by  dlffereot  parUclpants  The 
clearing  bouses  for  futures  ccDtracu  that 
ondergird  the  Chicago  markets  work  only 
because  they  impose  "malnteoance  margins  ' 
that  change  every  day.  and  such  margins 
would  be  Impossible  to  calculate  lo  this  con- 
text. To  avoid  the  ucreveling  of  swap  con- 
trecta  world-wide,  the  csDtrel  banks— in 
other  words,  the  taJtpayer— would  have  to 
guarantee  that  the  comjnerclal  banks  they 
supervise  will  pay  off  oo  their  swsp  cod- 
tracu 

Ths  proposals  by  the  regulatore  are  espe- 
cially sad  because  the  market  was  beglnolog 
to  sort  oot  the  risks  Playere  in  the  swape 
fame  were  becoming  more  aod  more  cau- 
tions aboot  doing  bu&lness  with  any  but  the 
stroogest  banks  Three  American  investment 
houses— Memll  Lynch.  Ocldman  Sachs  and 
Salomon  Brothers— had  spun  off  separate 
companies  for  this  purpose.  capIiaJixed  to 
whatever  level  the  ratings  agencies  de- 
manded Lf  they  were  to  receive  their  trlple- 
A  Salomon  had  to  put  up  }17S  million  to 
start  lu  "Solomon  Swapco. "  with  a  pledge  of 
more  to  come  as  business  expanded 

Led  by  Chicago  s  Cootloental.  the  banks 
tried  to  set  op  similar  subsidiaries,  because 
the  market  doesn't  award  mooey  ceoter 
banks  anything  like  a  triple-A  reting  Bot  to 
do  that  they  would  have  to  take  capiul  from 
their  baoks.  Tbe  backing  regulatore  have 
been  ardent  In  helping  the  backs  exaggerate 
their  poblished  capital  by  overvaluing  their 
real  loans  and  investmenu.  and  doo  t  want 
to  see  those  oombere  reduced  by  the  de- 
mands of  the  swappere  The  Comptroller  of 
the  Currency  deoled  Contlneotal  tbe  right  to 
go  down  that  path,  and  the  New  York  banks 
that  had  filed  rucb  requesu  withdrew  them 
So  the  Fed  had  to  nde  to  the  rescue 

Regulstloo  of  the  derivatives  business 
thCDld  have  a  simple  goal  Governments  that 
In  effect  Insure  bank  liabilities  should  dis- 
courage banks  from  playing  aero-sum  games 
where  most  of  the  participaots  are  other 
banks  The  time  has  come  for  the  reg-ulatore 
and  the  Clinton  administration  to  let  the 
market  protect  the  real  economy. 


RECXKT  DrVlLOPMEKTS  0*  Iktowational 
VmJ^BAUK  RrUlTIONS 

(A  report  prepared  by  the  Working  Group  es- 

tabluhed    by    the    Ceotral    Banks    of    the 

Group  of  Teo  countries) 
pRxrACX 

In  1991,  the  Govemora  of  the  ceotral  banks 
of  the  Group  of  Teo  coootries  esubU&hed  a 
working  group  to  study  receot  developmeou 
In  International  Interbank  relatioos-  Tba 
group  was  asked  to  focus  oo  the  role  and 
Interectlon  of  banks  to  non-traditional  mar- 
kets, noubly  the  markets  for  derivative  in- 
strumecta.  to  examine  the  llokages  amocg 
various  sermeots  of  the  Loterbank  markets 
and  amoDg  the  playere  active  Lo  them,  and 
to  consider  the  macroprudential  concerns  to 
which  these  aspecu  might  give  rise 

Tbe  present  report  summarises  some  of  the 
findings  and  cooclusloos  of  tbe  work  log 
group-  The  report  builds  upoD  loformatlon 
gained  trom  interviews  conducted  with  mar- 
ket participaots  In  G-IO  floanctsl  cenues  in 
December  1991  and  early  1992  It  also  draws 
open  some  of  the  Insights  provided  by  two 
previous  studies  prepared  for  the  Governors 
"Tbe  Intematlooa]  Interbank  Market  A  De- 
scrlpUve  Study",  published  by  the  BIS  in 
1963.  aod  'RftceDt  IcnovatioDS  In  Inter- 
oaucnal  Baokiog '.  published  by  the  BIS  in 
1986. 

The  views  expressed  Ln  this  report  are 
thoee  of  the  working  group  and  do  oot  oec- 
essanly  reflect  those  of  the  G~10  central 
banks  or  the  BIS. 

I    DTTRODUCTION  A^D  SI*^MaRY 

International  interbaok  relatioos  have  un- 
dergone significant  changes  in  recent  years 
as  a  result  of  the  developmeoc  of  oew  finan- 
cial InstrumeDU.  advances  in  computer  tech- 
oology,  regulatory  developments  and 
changes  In  floancial  strategies  and  tradiog 
practices.  Most  notably,  financial  operations 
involving  derivative  instruments  have  sig- 
nificantly altered  the  role  of  the  traduiooal 
intematlcDal  Interbank  deposit  markets 
Moreover,  such  operatloos  have  strengtbeoed 
linkages  amocg  various  sectors  of  the  f:can- 
clal  Industry,  as  well  as  between  backs  and 
OOD-rioacclal  firms  Indeed,  It  is  oo  Iccger 
meanlogful  to  consider  interbank  markets  as 
separate  from  wholesale  markets  more  geo- 
erelly  At  the  same  time,  increasing  llckages 
among  markets  have  blurred  the  distioctioo 
betweeo  domestic  aod  Intemstlooal  mar- 
kets Statistical  Information  on  the  relative 
growth  and  slse  of  various  financial  markets 
and  00  interbank  transactions  cocflrm  these 
changes. 

Market  partlclpanu  cite  severe)  Important 
driving  forces  behind  the  changes  in  inter- 
bank and  wholesale  msrkeu  in  recect  years 
These  include  Intensified  coocems  about  the 
creditworthloe&s  of  counterparties,  locreasrd 
competition  in  financial  markeu  as  a  result 
of  dere^lattOD.  the  Basle  Capital  Accord, 
which  Itself  teoded  to  Impose  higher  capital 
ratios  00  banks  and  also  acted  as  a  catalyst 
for  n^arket  forces  that  worked  lo  the  same 
direction,  the  ongoing  institutionallsatioo  of 
savings  aod  the  more  active  maoagemeDt  of 
portfolios,  which  have  greatly  locreased  the 
volume  and  sixe  of  domestic  aod  cross-border 
financial  transactions,  and  cootioued  gains 
in  computer  technology,  wblcb  have  further 
enhanced  banks'  abilities  to  assess  market 
risks  and  to  meet  more  diverse  custcmer  de- 
mands 

These  onviLg  forces  have  had  several  ef- 
fects on  the  cature.  relative  growth  of  and 
-relauoDshipa  among  various  wholesale  mar- 
keu First,  credit  concerns,  capital  coo- 
stralou  and  the  advantages  of  derivative  in- 
strumenu  for  hedging  and  position-taking 
porpoaes  have  contributed  to  a  relative,  and 
Ifi  some  cases,  absolute  decline  in  activity  in 
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ft  oamb«r  of  t7«4ltlonAl  toUrtMJik  nurkvU. 
By  coDirut.  iific«  ih*  nUd-lMOt.  Ui«  rrowtfa 
of  tnmover  nod  of  voIudm  ouuujidlnt  tn 
BiAj-keu  for  deiivftUvf  Utstpuoeotj,  lodad- 
Icr  overtho-cooAUr  (OTC)  fnukeu  tbAt 
offer  mora  cosiomlaed  producu,  hM  oatr 
pftoed  tbo  rr^vth  of  moct  oU>«r  fla*acUi 
mjLTkrt  fcctlTit;  BuikJ  tuTt  ftCcoaiit«d  for  ft 
UiT*  ttAT*  of  Uui  fTowUi.  in  pftxt  Id  th«tr 
roU  ft4  suppUtn  of  deiivfttlv*  prodacta  to 
Utetr  clleou.  bultBcrMsinfJy  throocta  tnna- 
actloot  OD  tt«lr  ovn  t>«bBlf  lor  rUk  mMnMf 
ro«Dt  uid  posiuoo-iAklQf  porpoftM  ArmU- 
ftbl*  lUUtUci  rurT«Bt  Uut  ftt  lM«t  &0  p*r- 
UDt.  tud  111  miLoy  CAMI  mudi  mor*.  of 
bftiiki'  •rpocuTM  m  Ui«M  Otf/kvU  ar*  1ft- 
camd  AC'ftUifft  oih«r  bu>kJ 

Second,  tbe  beigbuoed  ooDcere  ftboot 
credit  risk,  renecttnf  botb  ft  percepUoD  of 
Ificreufd  defftult  risk  ftfid  rreater  dlfncol- 
tiei  lo  ftsteuloff  couoUrpu-Uet'  itxenvth. 
hftj  led  mjkcy  bujkj  to  reducft  the  all*  of 
IcierbiDk  credit  expcsurea  that  cftji  be  fta- 
thorUcd.  to  Khorteo  tbe  mfttujity  of  tbe 
business  ibey  lire  wIHId;  to  t*k«  oo.  and  to 
iLmll  dealLcfT  activltlee  tiiftt  yield  low  proflu 
but  give  rtse  to  Iat%«  coaoterpftrty  expo- 
kUT«8  As  ft  result.  boUi  tr»^tloofc]  AJid  new 
wbol«&al?  mATkei  business  bftva  becom*  la- 
cre&£lDKly  cooceotrftted  oo  ft  reUttvely 
ftmfttl  group  of  bigber  nted  LDnitutlona.  prv 
maj-lly  baxks.  oo  wbicb  snuller  bftiika  have 
become  more  depeodeot. 

Tblrd.  the  complexity  of  risks  locnrred  tn 
OTC  deiivfttlv««  maj-keta  meuit  that  tUma 
tJtiat  vaot  to  particip*t«  proHtftbly  and  aafe- 
1y  U)  tb«m  must  bave  at  tbeir  disposal  ad- 
vanced hardware  and  aofeware  aytuma  and 
highly  skilled  indinduaU.  These  r»qulr*- 
fceota  have  cobuibutad  further  to  the  ooo- 
cantratlOD  of  sere  complex  tracaactJoDS  on 
the  books  of  a  unaU  cumber  of  playen.  not 
ail  of  which  are  backs. 

Fourth,  the  Increased  coDcentrfttJoD  of 
funds  in  c«rtaln  types  of  InstlCutloos  that 
trade  actively  has  increased  the  ability  of 
ftome  large  players  individually  and  coUac- 
tlvely  to  affect  market  prices  Because  of  the 
resultlDg  Increase  In  risks.  In  many  market 
•egmeoiA  less  capital  Is  devoted  to  the  mar- 
ket-making functloo  relative  to  the  overall 
capiui  put  at  risk  Ln  them.  Market^maklnc 
has  become  Increasingly  cooceotratetf  Ln 
nrms  that  possess  the  sue  and  expertise  re- 
quired to  banUe  the  risks  profitably 

Fifth,  liokages  between  markeu  have  been 
greatly  stren^theoed  by  the  more  rapid  dla- 
aemlnaUoo  of  inrormatloo.  the  lncr«aa«d  dm 
of  derivative  products  and  the  more  wide- 
spread use  of  complex  Vnttrumeota  and  atrftt- 
eglet  that  Epao  many  rrurkel  a«gmenU-  At 
the  same  time,  the  presence  of  the  aame 
tmaJl  set  of  key  playera  in  most  of  the 
wholesale  markets  has  deepeoed  ILnkacee 
amoDg  the  participatiof  lostltutlona. 

The  changing  nature  of  Inlematlonal 
lnt«rbank  operations  has  slgntflcantly  al- 
tered the  risk  eoviroomeot  facing  banka. 
The  partlclpatJoo  In  wbole&ale  marketa  by 
entitles  subject  to  few  dtsclocure  requlre- 
meou.  ac  well  u  the  growth  of  ofl-balanf- 
aheet  activities  more  geoeraUy  (adegoate  de- 
tails of  wblcb  are  raraly  d>sc/os«d).  ha*  mad* 
the  assessment  of  ccufit^rpariy  nska  ookwIA- 
erftbly  more  dJfDcult  The  complexity  of 
risks  eocountervd  in  banks  derivative!  oper- 
aUoos  also  presents  major  challeoxea.  Bo 
does  the  management  of  the  lar^e  tntra-day 
credit  exposures  and  settlement  positions 
that  have  arieeo  as  a  result  of  the  Increase  In 
wholesale  market  trading  Cash  Hqoldlty  and 
market  liquidity  risks  have  also  become 
more  problematic  for  a  number  of  partlcl- 
pftjits  Market  risk,  by  contrast.  Is  said  to  be 
more  manageable  now  than  In  the  past, 
owing  to  the  efforts  firms  bavt  n\ade  Ln  re- 
cent years  to  control  these  risks  through  the 
Qse  of  derivative  instruments  and  other  tech- 


blqqee.  Market  rtak  are  alao  more  eaaUy 
priced  than  other  risks  The  prtclng  of  credit 
rlak  appears  to  be  problematic  In  a  namber 
of  marketa.  where  vartationa  Ln  Indlvidoai 
ooanterparty  credit  tlmiu  (that  la.  qoanuty 
rationljtf)  remain  an  Important  aJtematlve 
maana  of  duiingulshLng  among  oottntar- 
parties  of  different  credit  standlnf. 

Partjclpanu  In  inurbank  and  wboleeale 
markeu  have  responded  to  these  changae  in 
their  risk  environment  by  npfradLng  rtak 
maOAcement  oapabllltlee  Most  paruclpanta 
ysr^fp^  Um  need  to  demote  very  cocsldervble 
reecToroee  u>  evalitatlni.  tnonltorVng  and 
manairinff  on  a  global  basis  the  n&k>  in- 
eorred  acroas  departments,  producta.  and  the 
ruice  of  counurpartjes  with  which  they 
deal  They  are  also  actively  seeking  meana 
of  redoclnc  thoae  risks,  for  example,  by  try- 
ing to  exploit  to  an  Increasing  extent  the  po- 
tential benefits  of  bliateraJ  and  mulUiateraJ 
DettlXkg  arrangemenu.  However,  there  la  no 
dncle  agreed  best  practice  and.  at  manj 
fliTTVs.  significant  gaps  remain  betw»«a  the 
desired  capabilities  of  risk  management  >y>- 
tems  and  the  systems  actually  lo  operation. 
reHecting  In  meet  cases  the  significant  ccsta 
Involvod  la  imptemeotlng  them  Among  the 
firms  lnierview»d  In  connection  with  this  re- 
port, some  are  more  cognizant  of  rlaks  than 
othera.  There  are  also  differences  across  Ln- 
BtltaUons  with  respect  to  the  willingness  to 
taJte.  and  ability  to  onanace.  risks.  Moreover. 
the  particlpanu  interviewed  are  among  the 
Inatltnuons  most  actlvt  in  these  marketa. 
and  some  others  may  have  less  expertise  in 
risk  management. 

The  eensiuviiy  of  market  partldpanU  to 
the  risks  Involved  in  theu  acuvltlaa  and  the 
tendency  for  partJclpanu  tn  well-funcuonlnc 
markets  to  respond  to  an  increased  percep- 
tion of  nak  are  positlvs  elements  In  terms  of 
reducing  the  likelihood  that  serious  disrup- 
tions arise  Howsver.  a  number  of  the  fea- 
tarea  which  have  characterised  the  evolution 
of  wholesale  marketa  In  recant  years  have 
tended  to  work  the  other  way.  or  at  least  to 
exacerbaM  problems  If  they  do  ansa  First, 
the  distinction  between  Interbank  markeu 
and  wholesale  markeu  more  broadly  has  be- 
come less  clear  Because  of  increased  llnk- 
ft«es  across  markets,  a  wide  range  of  typea  of 
Inadtotioos.  from  a  number  of  countries,  can 
become  Involved  as  problems  spread.  Becood. 
greater  sensitivity  to  credit  risk  has  made 
banka  Increasingly  reluctant  to  support 
troubled  coanterpartlet.  Third,  the  complex- 
ity of  many  financial  traosacUoos  haa  re- 
duced the  transparency  of  firms'  balance 
aheeu  and  off-balance-sheet  acuviues.  Thla 
might  caose  firms  to  back  awsy  from  trou- 
bled instltotions  or  from  institatlons  per- 
ceived to  be  subject  to  similar  stress. 
Foorth.  the  availability  of  derivative  Instra- 
roenu  has  enabled  particlpanu  to  Uke  com- 
plex positions  that  rely  on  a  presumpUon  of 
Uqoidlty  in  a  number  of  markeu.  that  pre- 
sumption may  prove  illusory  tn  times  of 
wxr9%».  with  a  consequent  Impact  on  other 
markets-  Fifth,  positive  feedback  channels 
and  the  increased  reaction  speed  of  prices 
can  reduce  the  ume  that  central  banks  bave 
to  react  to  as  incipient  crisis. 

To  keep  pace  with  the  rapidly  changing  fi- 
nancial eoviranment.  market  participants. 
tndlvlc^lally  and  collectively.  Deed  to  de- 
velop ftirther  the  procedures  and  Infrastmc- 
tares  required  to  monitor  and  control  risks. 
Id  particular,  management  awareness  and 
understanding,  at  all  levels,  of  the  risks 
belnc  taken  on't>y  their  Institatlons.  and  of 
the  aasnmpuons  and  parameure  on  which 
these  risk  exposures  are  predlcaud.  must  be 
enhanced.  Greater  attention  than  In  the  past 
should  be  paid  to  the  ramifications  oo  their 
own  operaUons  and  risk  exposures  of  prob- 
lems at  institutions  or  in  markeU  on  which 
they  rely  heavily.  Firms  must  develop  con- 


tingency plans  for  dealing  with  snch  cli- 
c«macaoces. 

In  addition,  oonslderatloo  of  a  number  erf 
meajores  to  strengthen  the  insticutlocaj 
underpinnings  of  wholesale  markeu.  involv- 
ln<  roles  for  market  particlpanu.  central 
banks  and  other  enuuea.  should  be  gives 
hlfh  priority- 

First,  there  ts  scope  for  sohanclog  nettlz:^ 
schemes  Althoucb  there  U  s  need  to  be  real- 
istic as  to  the  possibility  that  netting  ar- 
rangemenu  may  tall  to  reduce  risks  to  the 
extent  Intended,  and  may  break  down  1> 
times  of  stress,  properly  designed  netting  ar- 
taoremanu  can  reduce  risks  associated  with 
ft  given  level  of  activity.  To  ensure  such  as 
outcome,  a  number  of  Issues  need  to  be  ad- 
dressed. These  include:  (l)  a  resoloUon  td 
le^al  uncertainties  Involving  the  enforce- 
ability of  netting  arrangemenu  within  coun- 
tries and.  sveo  more  difficult,  acro&s  coon- 
Crtes;  (U)  the  development  of  methods  to  en- 
sure. Ln  the  case  of  moltUsteral  arrsLOge- 
menu.  that  the  system  has  the  capacity  to 
achieve  settlement  in  the  event  of  the  de- 
fault of  one  or  more  particlpaois.  <lil)  In  the 
context  of  multilateral  clearing  bouse  ar* 
rangemenu.  elaboration  of  the  best  means  c^ 
encouraging  differentiation  among 

counterparties,  on  the  basis  of  creditworthi- 
ness, and  (Iv)  reschlnr  agreement  on  the  ap- 
propriate form  of  supervisory  recogriliion  c5 
netting,  so  that  any  reduction  in  capital 
charges  assoclaud  with  netting  Is  coos'.suc: 
with,  and  provides  Incentives  for.  an  actual 
reduction  in  nak. 

Second,  to  alleviate  problems  associated 
with  reduced  transparency  In  financial  mar- 
keu. market  particlpanu  and  central  banks 
should  encourage  efforu  aimed  at  Improving 
and  achieving  some  harmonisatloo  of  ac- 
oounUng  and  reporting  practices  with  re- 
spect to  off-balance-sheet  instrumeou  To 
the  exUnt  possible,  development  of  accouct- 
int  guidelines  should  be  done  in  an  inter- 
nauonally  coordinated  manner  Ways  of 
makinc  public  disclocure  of  financial  posi- 
tions more  orteanlncful  should  also  be  ooder- 
taken. 

Third,  uncertalntlea  with  respect  to  the 
Isws  affecting  financial  markeu  in  indlvld- 
aal  countries  and  the  application  of  varlocj 
lawB  to  International  financial  activities 
poae  a  risk  to  markeu  and  complicate  rUk 
management.  Continuing  cooperative  efforts 
to  resole  these  uncertainties  should  be  en- 
couraged. 

The  rapidly  changing  environment  al^c 
presenu  new  challenges  to  the  traditioca! 
rolee  of  central  banks  in  fostering  financial 
market  subUity  The  most  fuadamentaJ  re- 
sponsibility of  central  banks  in  that  regard 
la  the  purruit  of  macroeconomlc  policies 
that  are  conducive  to  monetary,  economi: 
and  financial  market  subUlty.  CentraJ 
banks  most  also  work  with  other  financial 
authorities  to  help  ensure  that  banks  acJ 
other  financial  Institutions  are  adequsuly 
capitalised  and  have  appropriate  systems  In 
place  for  managing  and  con  trolling  risks. 

Beyond  this.  It  la  clear  that  In  order  to 
play  an  effective  supporting  role  in  further 
redacinc  risks,  central  banks  need  to  con- 
tinue to  develop  further  their  understanding 
of  the  nature  of  financial  activities  and  ol 
the  risks  fsced  individually  and  collectively 
by  all  paruclpanu  In  financial  markeu 
Achlevtnc  greaur  understanding  Is  a  f\t\i 
for  active  cooperation  between  central  banks 
and  market  paruclpanu.  Both  market  par 
ticlpanu  and  the  working  group  perceive  s 
strong  need  for  betur.  more  comprehensive 
and  more  meaningful  sutistics  concerning 
derivative  markeu  and  the  involvement  of 
bulks  and  other  financial  institutions  tn 
them.  Although  important  improvemenu 
bave  uken  place  Ln  recent  years  Ln  national 
reporting  systems,  and  Ln  the  suUstlcal  ma- 
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uhaJ  ooUccud  aad  oompUad  br  la&oMUj  »»- 

»oclatloaj  ftDd  orftDlxwS  dtnvativM  m&r- 
kfU.  Miioai  r^pt  rvmAlii.  rmrth*/  •florti 
Ahoukl  b*  iJiderLAkn  to  4*T«lop  ft  b«tur  on- 
4«r»ujidiiiff  ctf  (ij  til*  ooDC«pLf  r«l«vuit  to 
naaitartiif  ixiAcrD-pradeiiam.1  n^kJ  to  tbJi 
oofitext.  &d4  (U)  vhlch  d*U  ooQld  beA  aluel- 
dau  OiDse  coocepu  It  ibould  &J»o  b«  coatld- 
•r»d  wbetAer  •usun*  or  pro»p»ctlre  tupw- 
n»ory  r^poniDj  rT«i«rm  co^Jd  be  used  to 
belp  r*Der%u  neb  lUtA  uhj  wfcethvr  th« 
4au  coald  b*  pobiuiitd  la  »m  a(VT«ff«ud 
form  to  bflp  txuu'ket  |»rtKAp«ou  ajoms 
their  own  posiucoj  id  the  marlteta 

To  develop  their  lechJilcAj  tspertlse  «lLb 
rupect  to  mu-ket  lA3lJ-um*ou  *Dd  mA/kat 
jntcbuitsms  ceDtr&J  bajik«  man  pl*c4  tlgh 
prlorltjr  oo  coounDed  moDitorlA#  uul  uuJ;- 
KU  of  developcDeoU  ic  wbolec&ia  auLrkata 
Tb«  chAQfBS  ULklns  plftoe  L£  LAt4ft)«ii)i  reU- 
U003  axe  ooc  ret  fully  undentood.  uid  can- 
oot  be  faUj-  cLaj-li;ed  by  betu/  stauslkal 
coverik^  alooe  Continued  ooot&cl  with  max- 
k«t  pftrtiLipaou  will  be  «I«o  b«  ImportAOt 
mo<J<*t  re-nine  of  the  lnt*rnewi  oarrlod  oot 
for  tiie  pre««ol  report  ooof\oed  to  a  enall 
OQmb«r  of  key  LoEtlcutlotu  Id  ma>:>r  market 
oeotres.  should  thenfor«  be  cootlooed. 


DcwATTTi  paowxT  AXTTvmM  or 
OoancxartAi.  &axcb 
iJolfit  Scndj  Cocuh>ct«d  ts  EUepoo«e  to  Qoaa- 
tlocu  Pofted  by  B^UAiar  fUe^le  oc  Dartra 
tive  Pn>1octa  by  iht  Bo*j-d  ctf  Oonj-non  of 
the  federmJ  Raavrve  Syiteizi    P«(l«rBj  De- 
poftit    buaranoa    Oorporaitoo.    Otilo*    of 
ComptroUar  of  tha  Cureacy) 
Data  oo  the  •oUOfiat  ralt»e  of  dertwUTe 
oootrwti  lodlcate  thai  for  U  £  baoki.  moat 
of  Um  rolama  la  dertrattr?  producu  ii  heav- 
ily cofta0tttrat«d  at  a  fw  l%rf«  ULBUCQtK>D« 
that       an       afixttf       the       Tnoet      aoUve 
tAl«rm*dLane«  in  tt>e  OTC  derivative  ta^r- 
kcu  rKiMbj:  1)  Tb*  oo&c«DLrat:ao  of  dertv- 
attre  acunty  aso^   larre  banki  ha«  baec 
ralaUvely  iiAbte  orej-  tt^  pa«t  ae.^ral  yeara 
Od  ao  a<rr«ot«  basli    backboldinf  oompa 
ciJe4  with  las  than  TO  blllloo  In  ac»u  have 
ahown  DO  appreciable  Inorvaae  tn  the  relatlre 
volame  of  thalr  detiv^tlTe  holdiors  *lnc«  Uie 
baoklnc     a^^cclee     be^D     oollectlog     oom- 
pr«heaslve  daia  id  1090  These  smalt  and  n 
flooal    baxklnf    insUcutloDK   are   primarily 
and  OBerB  «bo  ^eo^ral'y  oae  dMivmUvee  to 
manage  rieia  arlflnf  from  their  tradltloDaJ 
)«adin«  acuviuea 

"nie  Dociooa]  amovou  preaeotad  tn  Exhibit 
1  npreneot  the  principal  amouotj  of  Xh9  on- 
derlyl/\<  aa^et  or  aaseu  to  wt^lcb  the  valoes 


•f  Cb«  dmtr%uv%  oovtracta  are  in^axvd.  Thar 
are  tiM  hypochat^caJ  amouiu  a«ed  to  cal- 
ciilata  ooctJ~ac(  caah  Qc^rs  and  are  c^oaraUy 
m»r%t  accoaliy  paid  or  r*ca^r•d  Aixordlncly. 
tike  ooUonaJ  ralae  of  a  darivatjve  coDtxact  it 
sot  a  aaefuJ  (&aa«are  of  cradJt  ezpoaure  Tbal 
•xpovore  ffvceraliy  amounta  to  ooJy  a  amaU 
CracUoo.  aay  two  to  thrae  peixact.  of  oo- 
tAonai  raJoe  Tor  example,  the  Do^lonal  prio- 
clpal  amount  of  an  tnterevt  rate  twap  \£  the 
b^potheucaj  baau  Qa»d  to  oa>calat«  the  peri- 
odic tnuraat  rau  paynMOtJ  of  the  awap  Tb« 
fixed  acd  OoatLoc  interMt  rates  ar«  multi- 
plied by  Che  Dotlonal  vaJoe  to  d»t*rmlo«  the 
amoont  of  aich  paymeot  In  this  caae  the 
rvplacemeot  oo«t  or  the  poelttve  market 
value  {It  any)  of  Mtt  twmp  la  the  preferr»d 
msasura  for  aaaeOTln/  the  aisoont  of  credit 
erpovurv  if  the  coQOterparty  to  the  ayrae- 
ment  detaolu  The  marliet  rahie  of  a  deriva- 
tive oonu'act  ta  deterrclned  by  calcuLatln« 
the  preeeDt  vaJae  of  all  expe(X»d  future  caih 
flowi  of  the  contract  Since  the  exp«ct*d 
cash  Govt  are  Ju«t  a  fractioo  of  the  hypo- 
tb»tlcaJ  oouooal  amouot.  the  market  ralne 
or  replaoemaot  co«t  Li  only  a  amall  traction 
of  that  amount  Available  replacement  cost 
dau  (Exhibit  I)  reinforce  the  polct  that  de- 
fivacrve  activity  la  burhly  eonc«itrated  at  a 
few  Urf«  insutntlons. 


uwBn  1  — vdiHtf  we  c«o^  Of  duu\*tive  Acnvrrm  at  ms  baw  houwc  cOMPwits 


£M-        frCiKiMia- 


iL>lio»a     »CiM»ia 


lini 
r?i 

699; 

mst 

16 


ns 

UK 


IJOi 
Li's  J 

973  1 

lUt 


H9 

mat, 

na 

ucoc 
i;u 

fi;' 


lift 


UH'Br,  2  — l«C£5T  Si^JdMOn  COST  Wt&n  OPOSiRIS '  AT  tS  &WW  HOOIINC  COUPmiX^  SOT  199? 


fwtm  ¥»r  tuti 


2/J 

iij 

113 
ftU 

u 

u 


li 


lU 

1« 

U.4 

lU 
V3 
CJ 

105 


iii 
JJ 

it 

li 

i 


\i 

mt 

11 

1!« 

31 

ISS 

2J 

Vi 

U 

u> 

11 

ISl 

H 

l; 

u 

t 

u 

u 

JS 

1 

li 

iiij 

12 

u 

'{jjn^v  M  ■■!■■■  p^»  miyf  * 
km  nf-K 


FT  S  THE  ECONOMY.  STUPID 

The  EPEAXER  pro  tempore  (Mr. 
Mo•^A^).  Utder  a  (r»rtou»  ordw  of  tbt 
House.  Ihe  seDllemaji  from  C»Ufoml» 
[Mr  DoouTTLEI  u  rocognlted  for  80 
minutes 

Mj-  DOOLI'TLK.  Mr.  SpeAker.  KwlAy 
the  Seoale  ie*lii  wiLti  the  recoocUl- 
auon  bill  couuJcun^  \itt  Luc  tocrease*. 
I  ai»jTel  at  how  Waehlnrton  ctti  con- 
tinue to  function  In  Ihle  fuMon  when 
the  re&Jlty  1b  the  economy  U  extremely 
weak.  In  California.  Ui  a  deep  rece*- 


elon.  repreeentlng  now  about  11  percent 
0/  U>e  United  Stale*  I  bad  a  Mend 
write  me  a  letter  recestiy.  but  It  la  Dot 
here  yeC  Mayt>e  1  wUl  refer  to  It  Ic 
rreater  detail  a  little  bit  lat«r.  But  the 
Cl»t  of  the  letter  wa»: 

"Pleaae  dont  do  anything  more  to 
the  Tax  Code  Just  leave  it  alone 
Don't  give  people  a  reason  not  to  spend 
their  money  There  Is  a  tremendotu  de- 
mand to  buy  new  homes  There  Is  a  de- 
alre  on  the  part  of  people  to  do  it  But 
they're  harxlnK  oo  te  Uielr  money  be- 


cause lost  about  every  day  of  Washing- 
ton someplace,  whether  It  Ls  the  Vbiu 
House,  and  mainly  It's  the  VVhlte 
Houee.  or  one  of  the  related  agencies, 
we're  retting  some  etatement  about 
change*  that  are  likely  to  occur  thai 
are  likely  to  be  punitive  toward  people, 
and  so  Utat  people  are  being  Intimi- 
dated basically  cot  to  spend  their 
money,  and  when  they  don't  spend  that 
money,  we  don't  prime  the  pump,  eco- 
nomically speaking,  and  the  result  ia 
that  we  remain  la  receasloo- ' ' 
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Anil  I  think.  Mr.  6p«&ker,  tbli  la  rer- 
uns to  b«  t  very  Miioui  qosstlon  for 
tb«  people  or  the  United  Stttet  ta  thli 
Presidency  ttumblee  ilont  from  one 
area  to  another  After  all.  thla  wai  an 
admlnletratlOD  that  bad  the  phraae. 
«hJcb  I  think  Is  peculiarly  ironic  now. 
and  the  phraae  waa:  "It's  the  ecooomy. 
elupld," 

Well,  now  they  have  got  to  live  with 
that  phrase,  and  I  hope  they  keep  the 
poster  up  to  remind  themwlvea  that, 
yes.  It  Is  the  economy,  we  need  to  do 
something  about  the  economy  and  not 
continue  to  languish  In  the  faahion 
that  we  have  been 

So.  I  am  very,  very  concerned  about 
what  I  see  happening.  The  bill,  aa  it 
has  emerged  from  the  Senate,  at  leaat 
the  agreement  among  the  Democrats 
on  the  Senate  Finance  Committee, 
concerns  me  We  are  going  to  Increase 
the  marginal  tax  rale  now.  the  top  one 
for  Individuals,  to  33  5  percent  this 
year  and  36  percent  thereafter,  and  for 
couples  with  taxable  income  above 
JMO.OOO.  and  then  for  couples  with  tax- 
able Income  about  1250.000  the  rate  will 
go  from  3i  3  percent  this  year,  and  then 
up  to  39  6  percent  thereafter  That  Is  a 
problem  .'or  people,  to  layer  on  ever 
higher  taxes. 

It  would  be  nice  If  we  could  create 
the  kind  of  an  economy  where  every- 
body had  the  opportunity  to  get  In- 
comes above  S2S0.0OO  Increasingly  that 
is  being  removed  from  the  posslbllltlea 
for  Americana 

Something  I  find  Incredible  Is  the 
proposal  10  increase  the  tax  on  capital 
gales,  and  that  rate  Is  going  to  be  In- 
creased by  2  percentage  points  now  We 
know  when  we  get  Into  tampering  with 
capital  gains  rates  and  being  punitive 
that  we  end  up  actually  getting  less 
revenue  to  the  Government. 

And  I  just  think  that  we  hear  all  this 
dlatnbe  We  have  beard  it  for  several 
yeara  now  against  the  terrible  ISSO's 
and  the  disastrous  Reagan  and  Bush 
years  I  should  point  out  as  an  aside 
that  we  should  Isolate  the  8  year*  of 
Ronald  Reagan  from  the  i  years  of 
George  Bush. 

The  8  years  of  Ronald  Reagan  were 
years  of  tremendous  economic  growth 
Every  Income  class  advanced,  and  the 
ones  In  some  Income  classes  really  ad- 
vanced, and  people  hear  a  lot  about 
that.  Those  In  the  top  end  really  ad- 
vanced Those  at  the  bottom,  they  ad- 
vanced, but  they  did  not  advance  by  as 
much. 

President  Kennedy  said — a  good  lib- 
eral Democrat  In  hla  day— that  a  rlUnr 
tide  Ufta  all  boats,  and  that  waaalmply 
a  recognition  of  the  fact  tliat.  is  order 
for  the  poor  to  ^et  richer,  the  rich  get 
richer,  and  *e  ought  to  Just  recognize 
that  that  Is  one  of  those  basic  eco- 
nomic principles  We  ought  not  to  dis- 
parage anyone  from  being  able  to  Im- 
prove his  or  her  lot. 

We.  as  policymakers,  ought  to  be  cre- 
ating the  economic  policies  of  this 
country  so  that  everyone  working  hard 
can  eel2«  hold  of  that  great  oppor- 
tunity   which    we    call    the    American 


drvam  and.  as  my  colleagues  know, 
reach  for  the  atari.  Increasingly  we  ar« 
losing  that  opportunity. 

The  House  Republican  Conference  ia- 
sued  lu  analyala.  distributed  It  thla 
morning,  a  primary  analyala  of  Demo- 
cratic Senate  finance  proposaJa.  and 
there  Is  an  interesting  section  here  on 
Che  capital  galas  tax  Increase. 

O  161Q 

I  would  like  to  Just  share  some  of  the 
■pecincs  of  thla  with  the  Members.  We 
already  know  that  the  capital  gains 
tax  Is  too  high.  President  Clinton  Indi- 
cated it  was  too  high  and  actually  pro- 
posed dropping  It.  Apparently  that  has 
been  thrown  out  the  window  now. 
President  Bush  propoaed  dropping  It. 

One  of  the  greatest  and  most  colossal 
mistakes  ever  made  on  President  Rea- 
gan's watch  waa  when  he  "signed  the 
1986  Tax  Reform  Act.  That  probably 
was  the  single  most  detrimental  piece 
of  legislation  that  waa  algned  during 
Reagan'e  tenure  in  office  We  continue 
to  this  day  to  suffer  from  the  effects  of 
that  bill  One  of  the  bad  things  It  did 
was  to  dramatically  Increase  the  cap- 
ital galas. 

Anyway,  the  Democrat  Senate  Fi- 
nance Committee's  proposal  is  to  raise 
the  capital  gains  tax  for  taxpayera 
with  Incomea  above  {250.000  by  2  8  per- 
cent, and  so  now  this  change  will  In- 
crease the  capital  galne  rate  from  28  to 
30  8  percent. 

Thla  la  exactly  the  oppoelte  of  what 
we  should  be  doing  if  we  want  to  create 
jobs.  Historically,  as  this  analysis 
points  out.  higher  capital  gains  tax 
rates  have  corresponded  historically 
with  a  substantial  decline  In  new  seed 
financing  for  Job-creating,  startup  Jobs. 
We  all  know  that  three-fourths  of  the 
Jobs  that  are  created  In  this  country 
are  from  small  business  Listen  to  thla: 
"Since  the  40-percent  Increase  In  cap- 
ital gains  rates  In  1986" — brought  about 
by  that  disastrous  Tax  Reform  Act 
that  was  algned  into  law— "venture 
capital  financing  of  small  bualnesses 
dropped  by  two-thirds." 

I  might  Just  parenthetically  add  that 
thla  1986  act  waa.  we  were  told,  the  one 
that  waa  going  to  simplify  everything. 
Remember  that?  Nobody  ever  talka 
about  that  anymore  becauae  nobody'a 
taxea  seem  very  simple.  But  that  was 
the  Justification  for  doing  all  this.  It 
created  the  real  estate  depression  and 
the  present  disastrous  set  of  clr- 
cumstancea  that  we  face  today. 

All  right,  let  us  look  at  what  hap- 
pened. We  raised  the  rates  by  40  per- 
cent in  capital  gains  la  1986  Guess 
what  happened?  Capital  gains  realiza- 
tions, meaning  the  revenue  produced 
from  capital  gains,  have  been  cut  in 
half  in  the  5  years  since  the  198S  In- 
crease, tailing  from  S213  billion  In  the 
yea.-  before  the  increase  down  to  1108 
billion  In  1991. 

Mr  Speaker.  Imagine  what  la  going 
to  happen  now  when  we  hike  these 
taxea  even  further.  We  have  docu- 
mented evidence  that  raialng  these 
taxea  actually  reaulta  in  bringing  in 


lower  amounts  of  revenue  And  here  we 
go  The  patient  is  sick  We  continue  to 
increase  the  doaage  ot  the  aame  old 
medicine,  and  the  patient  will  continue 
to  get  sicker. 

Mr.  Speaker,  thla  article  that  I  re- 
ferred to  earlier  la  In  the  Wall  Street 
Journal.  Thla  la  another  article,  talk- 
ing about  how  under  all  economic  theo- 
ries. Insofar  as  we  are  aware  of  them, 
we  get  the  same  result  This  la  by  a 
man  by  the  name  of  W.  Klrt  Hauaer, 
and  this  Is  In  the  March  25.  1993.  Issue 
of  the  Wall  Street  Journal  He  points 
out  something  that  Is  Indeed  a  fact, 
and  this  Is  the  quote: 

There  ts  no  •cooomic  thsory.  ba  It  dusl- 
cal.  Deoclaa9lcal.  Keyneslas.  supplr-Blde.  or 
Marxist,  that  promotM  hlrb«r  taxea  u  a 
stimulus  to  ecoDOmlc  acuity.  ludeMl.  twth 
the  K<7Deslaii  and  supply-aide  models  a^»« 
Xhxt  lowerlQf  taxes  stUnuULes  ecooomlc  ao- 
Uvlty  while  raising  taxes  hampers  •coQomlc 
activity. 

Mr.  Speaker,  this  administration 
came  to  power  on  the  promise  that 
they  were  going  to  get  the  economy 
mo\ing  again  and  create  Jobs,  that  we 
were  going  to  have  a  middle-class  tax 
cut.  and  that  we  were  going  to  make 
health  care  more  affordable  So  far. 
those  promises,  rather  than  having 
been  advanced,  have  really  been  bro- 
ken, as  far  as  I  can  tell. 

We  are  not  getting  the  economy  mov- 
ing again  Indeed,  we  see  some  of  these 
promises  coming  down  the  pike  now 
out  of  the  Senate  bill  We  got  rid  of  the 
disastrous  Btu  tax  only  to  be  faced 
with  a  gas  tax. 

I  am  sore  that  everyone  la  aware  of 
what  the  condition  of  the  alrllnea  la 
right  now.  We  have  America  West  and 
TWA  In  trouble.  TWA  has  been  a  great 
airline  for  years  They  are  both  In 
chapter  U  Continental  Just  came  out 
of  chapter  11.  and  It  Is  obviously  In  a 
weak  recovery  period.  Northwest  Air- 
lines is  tottering  on  the  brink  of  bank- 
ruptcy. There  Is  a  article  today  about 
that  by  the  Associated  Press  explain- 
ing that  they  are  trying  to  meet  with 
the  pilots,  hoping  that  the  pilots  will 
take  on  some  responsibility  and  buy 
into  this  airline  and  save  It  before  it 
goes  under.  Delta  Airlines  la  In  trouble. 
It  is  not  in  chapter  11  yet.  but  It  la  In 
trouble.  They  are  reducing  people'a 
beoeflta.  and  they  are  cutting  back  on 
their  employeea. 

What  do  we  think  la  going  to  happen 
when  we  add  to  the  fuel  tax  of  these 
airlines?  It  is  going  to  be  disastrous. 

Mr  KINGSTON.  Mr  Speaker,  will 
the  gentleman  yield? 

Mr  rKXlLlTTLE.  1  yield  to  the  gen- 
tleman from  Georgia. 

Mr.  KINGSTON.  Mr.  Speaker,  I 
thank  the  gentleman  for  yielding. 
■  On  the  subject  of  the  gas  tax.  I  want- 
ed to  find  out  a  little  bit  about  that. 
Leon  Panetta  said  a  gas  tax  would  hurt 
the  rural  areas  the  hardest,  the  farm- 
ers, and  so  forth,  and  the  people  In 
smaller  towns  who  have  to  drive  great 
distances  to  get  to  work.  Then  In  Feb- 
ruary. President  Clinton  said,  and  I 
quote.  In  terms  of  raising  the  gas  tax: 
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Member 

Committee  on  Banking,  Finance  and  Urban  Affairs      [}\j    I  U  199j 
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Committea  or,  Banking,  f-inance 


Dear  Mr .  Kennedy : 


?  Urban  Affairs 


I  am  writing  to  clarify  my  response  to  two  of  your 
questions  during  my  October  28th  testimony  on  the  derivatives 
activities  of  banks.   Specifically,  you  had  asked  about  the 
frequency  and  comprehensiveness  of  Federal  Reserve  examinations 
and  then  asked  a  follow-up  question  about  the  total  number  of 
insured  commercial  banks.   I  responded  to  the  initial  question 
that  the  Federal  Reserve  examines  approximately  900  state  member 
banks  each  year  and  to  the  follow-up  question  that  there  were 
roughly  10,000  insured  banks  (the  precise  figure  as  of  June  30, 
1993  is  11,208).   These  responses,  given  in  quick  succession, 
excluded  the  examination  activities  of  the  other  federal  and 
state  banking  agencies  and  may  have  given  the  impression  that 
only  a  small  portion  of  the  banking  system  is  examined  annually. 
In  fact.  Section  111  of  FDICIA  requires  that  each  federally 
insured  depository  institution  receive  an  annual  full-scope,  on- 
site  examination  by  the  appropriate  federal  banking  agency.   In 
the  case  of  state  chartered  banks,  FDICIA  provides  that 
examinations  can  be  conducted  by  the  state  if  special  conditions 
are  met . 

As  you  may  know,  the  Federal  Reserve  is  the  primary 
federal  supervisory  agency  for  only  state  member  banks.   Since 
state  banking  departments  have  authority  for  them  as  well,  we 
work  closely  with  these  departments  to  coordinate  on-site 
examinations.   Where  appropriate,  we  employ  an  alternating 
examination  cycle,  whereby  the  Federal  Reserve  and  the  state 
authority  take  turns  in  conducting  the  annual  examination.   In 
other  cases  we  conduct  joint  examinations  with  staff  of  the 
other  federal  banking  agencies  --  contributing  to  the 
development  of  a  single  common  examination  report .   These 
programs,  however,  do  not  apply  to  banks  with  significant 
derivatives  activities,  which  are  examined  every  year  by  the 
Federal  Reserve. 
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As  of  year-end  1992  there  were  956  state  member  banks. 
During  1992,  approximately  700  of  these  state  member  banks  were 
examined  by  the  Federal  Reserve  with  the  remaining  banks 
examined  by  state  supervisors  or  through  joint  examinations. 

As  detailed  in  our  written  responses  to  questions 
posed  by  Chairman  Gonzalez  and  Congressman  Leach,  the  Federal 
Reserve  has  a  comprehensive  supervisory  process  for  evaluating 
the  safety  and  soundness  of  the  derivative  activities  of  state 
member  banks .   An  important  tool  used  in  this  process  is  the 
Federal  Reserve's  Trading  Activities  Manual.   That  manual  takes 
a  comprehensive  approach  to  evaluating  an  institution's  risk 
management  process  for  both  trading  and  derivatives  activities. 
It  provides  detailed  examination  procedures  for  evaluating  an 
institution's   organizational  structure,  front-  and  back-office 
operations,  management  information  systems,  risk  measurement 
approaches  and  overall  risk  management  function.   This  manual 
was  submitted  as  supplementary  material  in  our  responses 
Chairman  Gonzalez  and  Congressman  Leach. 

As  you  pointed  out  in  your  opening  comments,  one  of 
the  best  ways  a  bank  can  curb  undue  risk  taking  is  through 
adequate  controls  and  limits.   We  agree.   In  fact,  the 
examination  procedures  presented  in  our  Trading  Activities 
Manual  emphasize  an  evaluation  of  the  adequacy  of  internal 
controls  and  limits.   This  assessment  is  conducted  with  special 
attention  given  to  the  specific  condition  and  circumstances  of 
the  individual  institution  and  avoids  the  use  of  standardized 
limits.   Standardized  limits  that  apply  to  all  institutions 
require  a  "one  size  fits  all"  approach  to  evaluating  limits. 
For  some  institutions,  uniform  standards  might  be  inappropriate 
and  could  be  set  at  levels  that  actually  increase  risk.   For 
others,  regulated  standards  may  inhibit  innovation  and 
competition. 

I  hope  these  insights  have  clarified  any 
misunderstandings  that  may  have  arisen  during  the  hearings.   If 
you  or  your  staff  have  any  further  questions  please  do  not 
hesitate  to  call  me. 

Sincerely, 


^fMt^   T^^^ll^^A^ 


^•*m 


cc:    Congressman  Henry  B.    Gonzalez 
Congressman  James   Leach 
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TO:      Chief  Executive  Officers  of  National  Banks,  General  Managers  of  Federal  Branches 
and  Agencies,  Deputy  Comptrollers,  Department  and  Division  Heads,  and  Examining 
Personnel 

PURPOSE 

This  banking  circular  provides  guidance  on  risk  management  practices  to  national  banks  and 
federal  branches  and  ageiKies  engaging  in  financial  derivatives  activities.   The  guidelines  in 
this  circular  represent  prudent  practices  that  will  enable  a  bank  to  conduct  financial 
derivatives  activities  in  a  safe  and  sound  manner.   National  banks  engaged  in  financial 
derivatives  transactions  are  expected  to  follow  these  guidelines.   (Financial  derivatives 
transactions  are  sometimes  referred  to  herein  as  "financial  derivatives,"  "derivatives 
transactions,"  or  "derivatives.") 

REFERENCE 

This  banking  circular  replaces  and  supersedes  Banking  Circular  79  (3rd  Rev.),  "National 
Bank  Participation  in  the  Financial  Futures  and  Forward  Placement  Markets,"  dated  April  19, 
1983. 

SCOPE 

Financial  derivatives  transactions  currently  represent  a  relatively  small  portion  of  the  total 
credit,  market,  liquidity,  and  operational  risk  to  which  most  banks  are  routinely  exposed. 
However,  because  of  their  complexity,  many  banks  involved  in  finaricial  derivatives 
transactions  have  developed  sophisticated  approaches  in  managing  those  traditional  types  of 
risk.   These  guidelines  reflect  such  approaches  and,  therefore,  represent  sound  procedures  for 
risk  management  generally.   Therefore,  to  the  extent  possible,  they  should  be  applied  to  all 
of  a  bank's  risk-taking  activities. 

PRESENTATION 

An  outline  of  the  guidaiKC  in  this  banking  circular  follows.   Within  the  topical  discussions,  a 
summary  statement  of  the  guidance  appears  in  bold  type.    Each  summary  is  followed  by 
supplemental  discussion.    References  to  "national  banks"  or  "banks"  throughout  the  circular 
also  include,  to  the  degree  appropriate,  federal  branches  and  agencies  of  foreign  banks. 
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DEFIMTION 

Financial  derivatives  may  be  broadly  defmed  as  financial  instnmients  which  derive  their  value 
from  the  performance  of  assets,  interest  or  currency  exchange  rates,  or  indexes.    Derivative 
transactions  include  a  wide  assortment  of  financial  contracts,  including  structured  debt 
obligations  and  deposits,  swaps,  futures,  options,  caps,  floors,  collars,  forwards,  and  various 
combinations  thereof. 

BACKGROUND 

Financial  derivatives,  properly  used,  provide  national  banks  with  substantial  benefits.   They 
provide  banks  greater  flexibility  in  managing  risk  by  separating  out  the  different  types  of 
risks  that  are  foimd  in  financial  instruments  and  services,  and  by  transferring  those  risks  to 
parties  who  are  more  willing,  or  better  suited,  to  take  or  manage  them.    Financial  derivatives 
transactions  also  often  provide  users  with  the  lowest  cost  funding  alternatives  by  reducing 
transaction  costs  and,  in  some  cases,  by  exploiting  arbitrage  opportunities  across  financial 
markets.    Further,  banks  can  use  financial  derivatives  to  efficiently  reduce  undesirable 
exposures  to  factors  such  as  interest  rate  changes  or  curreiKy  fluctuations.    Finally,  banks 
can  offer  financial  derivatives  to  customers  seeking  risk  management  tools  to  assist  in 
meeting  business  objectives.    The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
encourages  national  banks  to  use  derivatives  for  such  purposes. 

The  complexities  of  finaiKial  derivatives,  however,  raise  concerns  about  some  institutions' 
use  of  derivatives  under  certain  circumstances.   National  banks  engaging  in  derivatives 
transactions  must  do  so  in  accordance  with  safe  and  sound  banking  practices.   The  OCC  is 
concerned  about  how  the  use  of  finaiKial  derivatives  can  influence  the  risk  of  failure  of  any 
institution,  and  particularly  those  institutions  whose  failiu-e  might  threaten  the  solvency  of 
other  institutions  or  negatively  affect  liquidity  in  the  nation's  financial  system. 

The  OCC  believes  that  the  best  defense  against  sizeable  individual  losses  or  significant 
systemic  disruptions  is  the  implementation  and  use  by  individual  banks  of  sound  and  efficient 
risk  management  systems.   Such  systems  for  managing  credit,  market,  liquidity,  operational, 
and  legal  risks  should  prevent  significant  losses  due  to  counterparty  failure  or  adverse 
changes  in  market  conditions.    No  systems,  however,  can  substitute  for  open  and  timely 
communications  between  trading,  operating,  and  risk  management  units. 
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GUIDANCE 

A.  Senior  Management  and  Board  Oversight 

National  banks  that  engage  in  derivatives  activities  should  have  effective  senior 
management  supervision  and  oversight  by  the  Board  of  Directors  to  ensure  that  such 
activities  are  conducted  in  a  safe  and  sound  manner  and  are  consistent  with  the  Board  of 
Directors'  overall  risk  management  philosophy  and  the  bank's  business  strategies. 

Before  engaging  in  derivatives  activities,  bank  management  should  ensure  that  all  appropriate 
regulatory  approvals  are  obtained  and  that  adequate  operational  procedures  and  risk  control 
systems  are  in  place. 

Any  derivatives  activities  also  should  be  approved  by  the  Board  of  Directors;  by  a  committee 
thereof;  or  by  appropriate  senior  management,  as  designated  by  the  Board  of  Directors. 
Proposals  to  undertake  derivatives  activities  should  include,  as  applicable: 

•  A  description  of  the  relevant  financial  products,  markets,  and  business  strategies; 

•  The  costs  of  establishing  sound  and  effective  risk  management  systems  and  of 
attracting  and  retaining  professionals  with  specific  expertise  in  derivatives 
transactions; 

•  An  analysis  of  the  reasonableness  of  the  proposed  activities  in  relation  to  the  bank's 
overall  financial  condition  and  capital  levels; 

•  An  analysis  of  the  risks  that  may  arise  from  the  activities; 

•  The  procedures  the  bank  will  use  to  measure,  monitor  and  control  risks; 

•  The  relevant  accoimting  guidelines;  and 

•  An  analysis  of  any  legal  restrictions  and  whether  the  activities  are  permissible. 

A  bank's  Board  of  Directors  and  senior  management  should  carefully  consider  the  resources 
required  to  enter  into  the  derivatives  business.    At  a  minimum,  senior  management  and  the 
Board  of  Directors  should  ensure  that  the  financial  condition  of  the  institution  and  the 
professional  expertise  of  designated  personnel  are  adequate  to  support  the  bank's  proposed 
activity. 
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After  the  bank's  initial  entry  into  derivatives  activities  has  been  properly  approved,  any 
significant  changes  in  such  activities  or  any  new  derivatives  activities  should  be  approved  by 
the  Board  of  Directors  or  by  an  appropriate  level  of  senior  management,  as  designated  by  the 
Board  of  Directors.   What  constitutes  a  new  activity  will  vary  among  institutions.    Examples 
include  entry  into  different  product  lines  or  markets,  the  use  of  derivatives  instruments  with 
different  risk  characteristics,  the  use  of  derivative  instruments  to  implement  different  business 
strategies  and  goals,  and  the  use  of  derivative  instruments  with  cash  flow  performance 
dependent  upon  markets  in  different  geographic  regions. 

Banks  that  propose  to  enter  the  derivatives  markets  as  end-users  should  ensure  that  the  Board 
of  Directors  and  senior  management  understand  and  agree  that  the  risk  management 
techniques  and  reporting  procedures  that  will  be  used  are  appropriate.    Banks  entering  into 
derivatives  transactions  as  dealers  should  ensure  that  their  Boards  of  Directors  and  senior 
management  understand  the  potential  risk  exposure,  and  the  appropriateness  of  the  proposed 
business  in  light  of  the  strategies  and  objectives  approved  by  the  Board  of  Directors. 

Senior  management  of  national  banks  that  act  as  dealers  of  fmancial  derivatives  should 
establish  procedures  necessary  to  ensure  that  individuals  involved  in  the  sales  and  trading 
units  sufficiently  understand  derivatives  instruments  to  identify  instances  in  which  a  bank 
customer  may  not  fully  understand  the  risks  associated  with  a  particular  transaction. 

1.    Written  Policies  and  Procedures 

A  bank  should  have  comprehensive  written  policies  and  procedures  to  govern  its  use  of 
derivatives.   Senior  management  should  review  the  adequacy  of  these  policies  and 
procedures,  in  light  of  the  bank's  activities  and  market  conditions,  at  least  annually. 
Appropriate  governance  by  the  Board  of  Directors  should  include  an  initial  endorsement 
of  significant  policies  (and  changes,  as  applicable)  and  periodic  approval  thereafter,  as 
appropriate,  considering  the  scope,  size  and  complexity  of  the  bank's  derivatives 
activities. 

A  bank's  policies  and  procedures  governing  the  use  of  derivatives  may  be  part  of  a  broader 
set  of  policies  and  procedures,  such  as  those  addressing  fmancial  risk  management,  customer- 
related  business  activities,  and/or  proprietary  trading  activities.    Written  policies  and 
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procedures  should  address  risk  management  (market,  credit,  liquidity,  and  operations),  legal 
issues,  capital  requirements  and  accounting  standards.    At  a  minimum,  such  policies  and 
procedures  should  identify: 

•  Managerial  oversight  and  responsibilities; 

•  Scope  of  activities; 

•  Risk  limits; 

•  Risk  measurement  and  reporting  processes;  and 

•  Operational  controls. 

2.    General  Risk  Monitoring  and  Control 

Senior  management  of  each  national  bank  engaging  in  deriTatives  transactions  should 
establish  an  independent  unit  or  individual  responsible  for  measuring  and  reporting  risk 
exposures.  That  responsibility  should  include  monitoring  compliance  with  policies  and 
risk  exposure  limits. 

The  individuals  or  units  responsible  for  risk  monitoring  and  control  fuiKtions  should  be 
independent  of  the  units  that  create  risk  exposures.    Such  individuals  or  units  are  responsible 
for  developing  and  supporting  risk  measurement  systems,  establishing  market  and  credit  risk 
approval  processes,  developing  appropriate  risk  control  policies,  reporting  risk  exposures, 
and  monitoring  the  bank's  risk  position  against  approved  limits.   These  individuals  or  units 
should  have  sufficient  experience  aixl  authority  to  make  aiKi  direct  critical  position  aiKl 
transaction  decisions  if  circumstaiKes  require.    The  iiKlividual  or  unit  may  be  pan  of  a  more 
general  operations,  compliance,  or  risk  management  unit. 

Regardless  of  how  the  risk  monitoring  and  control  operation  is  structured,  personnel  should 
have  appropriate  experience  and  ability  to  imderstand  and  communicate  the  implications  of 
the  institution's  exposure  to  senior  management  and  the  Board  of  Directors  in  a  timely 
manner.   This  fuiKtion  should  also  be  supported  with  the  technical  aixl  fmancial  resources 
and  the  corporate  visibility  and  authority  necessary  to  ensure  effective  oversight. 
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3.    Risk  Management  Systems 

National  banks  engaged  in  Hnancial  derivatives  transactions  should  have  comprehensive 
risk  management  systems  that  are  commensurate  with  the  scope,  size,  and  complexity  of 
their  activities  and  the  risks  they  assume.   Such  systems  must  ensure  that  market  factors 
affecting  risk  exposures  are  adequately  measured,  monitored,  and  controlled.     These 
factors  include  changes  in  interest  and  currency  exchange  rates,  commodity  and  equity 
prices  and  their  associated  volatilities,  changes  in  the  credit  quality  of  counterparties, 
changes  in  market  liquidity,  and  the  potential  for  m^or  market  disruptions.    Risk 
management  procedures  also  should  adequately  control  potential  losses  arising  from 
system  deficiencies. 

A  comprehensive  risk  management  system  will  incorporate; 

•  Effective  management  supervision  and  oversight  by  the  Board  of  Directors; 

•  Procedures  that  identify  and  quantify  the  level(s)  of  risk  on  a  timely  basis; 

•  Limits  and  other  controls  on  the  level(s)  of  risk  with  respect  to  counterparty  credit, 
concentrations,  and  other  relevant  market  factors; 

•  Limits  and  other  controls  on  inter-connected  risk  positions  (i.e.,  two  or  more  risk 
positions  that  are  correlated  and  would  be  expected  to  change  in  value  due  to  a 
change  in  the  same  market  factors); 

•  Reports  to  senior  management  and  the  Board  of  Directors  that  accurately  present  the 
namre  and  level(s)  of  risk  taken  and  compliance  with  approved  policies  and  limits; 
and 

•  Auditing  procedures  to  ensure  the  integrity  of  measurement,  control,  and  reporting 
systems,  and  compliance  with  approved  policies  and  procedures. 

When  determiiung  risk  exposure  limits,  senior  management  should  consider  the  nature  of  the 
bank's  strategies  and  past  performance,  the  level  of  earnings  and  capital  available  to  absorb 
potential  losses,  and  the  Board's  tolerance  for  risk.   This  analysis  should  be  available  for 
bank  examiners  to  review.    The  Board  of  Directors,  or  its  designee(s),  should  review  the 
appropriateness  of  esUblished  limits  and  controls  whenever  significant  changes  occur  in  the 
size  and  scope  of  the  bank's  activities  or  market  conditions,  or  if  the  bank  experiences 
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significant  reductions  in  earnings  or  capital  that  were  not  anticipated  at  the  time  the  limits  and 
controls  were  established. 

4.    Audit  Coverage 

National  banks  should  have  audit  coverage  of  their  financial  derivatives  activities 
adequate  to  ensure  timely  identification  of  internal  control  weaknesses  and/or  system 
deficiencies.  Such  audit  coverage  should  be  provided  by  competent  professionals  who 
are  knowledgeable  of  the  risks  inherent  in  the  financial  derivatives  transactions. 

Audit  coverage  of  derivatives  activities  should  be  commensurate  with  a  bank's  level  of  risk 
and  volume  of  activity.    For  those  banks  with  end-user  activities,  audit  coverage  is  likely  to 
be  included  within  the  scope  of  audits  of  the  interest  rate,  foreign  currency,  and  liquidity  risk 
management  fuiKtions.    Banks  that  function  as  dealers  need  audit  coverage  sufficient  to  assess 
other  risks  associated  with  these  businesses.    For  all  financial  derivatives  users,  the  audit 
scope  should  include  an  appraisal  of  the  soundness  and  adequacy  of  accoimting,  operating, 
legal,  and  risk  controls.    The  audit  scope  also  should  include  testing  for  irregularities  and 
compliance  with  the  bank's  policies  and  procedures. 

As  with  any  effective  audit  program,  the  audit  of  financial  derivatives  activities  should  be 
conducted  by  competent  auditors  who  are  both  independent  of  the  business  unit  being  audited 
and  yet  knowledgeable  of  the  risks  unique  to  that  unit.   The  level  of  auditor  expertise  should 
be  consistent  with  the  level  of  activity  and  degree  of  risk  assumed  by  the  bank  with  respect  to 
its  derivatives  activities. 

B.  Market  Risk  Management 

1.     Dealers  and  Active  Position-Takers 

National  banks  whose  financial  derivatives  activities  involve  dealing  or  active  position- 
taking  should  have  risk  measurement  systems  that  can  quantify  risk  exposures  arising 
from  changes  in  market  factors.   Those  systems  should  be  structured  to  enable 
management  to  initiate  prompt  remedial  action.    The  systems  also  should  facilitate  stress 
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testing  and  enable  management  to  assess  the  potential  impact  of  various  changes  in 
market  factors  on  earnings  and  capital. 

The  bank  should  evaluate  risk  exposures  under  various  scenarios  that  represent  a  broad  range 
of  potential  market  movements  and  corresponding  price  behaviors  and  that  consider  historical 
and  recent  market  trends.  Statistical  analyses  should  be  used  to  characterize  market  scenarios 
and  price  behaviors.  Before  they  are  used,  and  whenever  market  conditions  change 
significantly,  the  analyses  should  be  validated  by  a  source  independent  of  the  trading  desk  or 
risk  assumption  unit.  At  a  minimum,  all  risk  measurement  applications  and  models  should  be 
reviewed  and  validated  annually,  and  management  should  maintain  adequate  documentation  to 
support  the  reliability  of  the  validation  process. 

The  frequency  with  which  exposures  should  be  evaluated  varies  by  the  nature  and  size  of  a 
bank's  financial  derivatives  activities.    For  dealing  and  trading  units,  such  evaluations  should 
be  available  on  a  daily,  and  even  intra-day,  basis.    For  banks  actively  using  derivatives  as 
part  of  their  overall  risk  management,  less  ft-equent  evaluations  may  be  sufficient. 

At  some  national  banks,  finaiKial  derivatives  activities  span  nimierous  products,  markets, 
currencies,  and  geographic  regions.   These  activities  may  be  conducted  in  numerous  profit 
centers  or  branches  and  may  be  managed  on  a  decentralized  basis.   At  a  minimiun,  such 
banks  should  be  able  to  measure  their  derivatives-related  risks  for  each  major  portfolio, 
branch,  and  profit  center.    In  addition,  bank  management  should  develop  tlie  ability  to 
aggregate  such  risks  across  various  profit  centers  and  branches  to  determine  the  aggregate 
risk  profile  of  the  institution.   The  OCC  recognizes  that  developing  such  consolidated  risk 
measurement  systems  may  require  significant  time  and  resources.   However,  given  the 
complexity,  potential  volatility,  and  size  of  risk  exposures  in  derivatives  positions,  the  OCC 
believes  that  such  capabilities  are  necessary  for  banks  that  are  dealers  and/or  active  position- 
takers  in  derivatives  transactions. 

2.    Limited  End-Users 

A  bank  whose  derivatives  activities  are  limited  in  volimie  and  confined  to  risk 
management  activities  may  need  less  sophisticated  risk  measurement  systems  than  those 
required  by  a  dealer  or  active  position-taker.   Senior  management  at  such  a  bank  should 
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ensure  that  all  significant  risks  arising  from  their  derivatives  transactions  can  be 
quantified,  monitored,  and  controlled.   At  a  minimum,  risk  management  systems  should 
evaluate  the  possible  impact  on  the  bank's  earnings  and  capital  which  may  result  from 
adverse  changes  in  interest  rates  and  other  market  conditions  that  are  relevant  to  the 
bank's  risk  exposure  and  the  effectiveness  of  financial  derivatives  transactions  in  the 
bank's  overall  risk  management. 

Each  financial  derivatives  transaction  should  have  a  clear  objective  that  is  consistent  with  the 
bank's  overall  risk  management  objectives  and  strategies.   Further,  the  bank's  risk 
measurement  systems  should  be  capable  of  demonstrating  the  effectiveness  of  derivatives 
transactions  in  achieving  such  objectives. 

C.  Credit  Risk  Management 

Credit  risk  management  should  paraUel  the  prudent  controls  expected  in  traditional 
lending  activities.   Policies  and  procedures  should  be  formalized  to  address  concerns 
such  as  significant  counterparty  exposures,  concentrations,  credit  exceptions,  risk 
ratings,  nonperforming  contracts,  and  allowance  allocations.   Timely,  meaningful 
reports  should  be  generated  and  distributed  consistent  with  policy  and  procedure 
requirements. 

Credit  exposures  to  an  individual  counterparty,  which  are  significant  in  size  relative  to 
capital,  should  be  addressed  in  the  bank's  credit  risk  policy.    Bank  management  should 
establish  internal  limits  diat  are  prudent  in  light  of  the  bank's  financial  condition  and 
management's  expertise.   The  Board  of  Directors'  risk  tolerance  for  concentrations  and  credit 
exceptions  should  be  reflected  in  policies  and  procedures.   Policies  addressing  credit 
management  functions,  such  as  risk  ratings,  nonperforming  contracts,  and  allowance 
allocations,  should  be  consistent  throughout  the  bank. 

Senior  management  should  receive  reports  that  document  line  usage  by  significant 
counterparties  and  new  credit  relationships.   Such  reports  should  consolidate  derivatives 
credit  exposure  with  all  other  lending  exposure  the  bank  might  have  to  a  particular  customer. 
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1.    Credit  Approval  Function 

To  ensure  safe  and  sound  management  of  derivatives  credit  risk  exposure,  bank 
management  should  make  sure  that  credit  authorizations  are  provided  by  personnel 
independent  of  the  trading  unit.   Credit  officers  should  be  qualified  to  identify  and 
assess  the  level  of  credit  risk  inherent  in  a  proposed  derivatives  transaction.   Approving 
officers  also  should  be  able  to  identify  if  a  proposed  derivatives  transaction  is  consistent 
with  a  counterparty's  policies  and  procedures  with  respect  to  derivatives  activities,  as 
they  are  known  to  the  bank. 

Derivative  credit  lines  should  be  approved  using  the  same  credit  discipline  as  credit  exposures 
arising  from  traditional  lending  products.   Credit  should  be  approved  by  a  level  of  senior 
management  sufficient  to  ensure  consistency  with  corporate  objectives.   Banks  that  function 
ss  dealers  should  ensure  that  personnel  approving  credit  lines  for  financial  derivatives 
transactions  do  not  have  any  trading  authority  or  any  reporting  responsibility  to  trading  unit 
management.   Credit  analysis  supporting  credit  lines  and  sub-limits  should  be  performed 
before  financial  derivatives  transactions  are  executed.   This  analysis  should  parallel  analysis 
conducted  in  connection  with  traditional  extensions  of  credit. 

Credit  officers  should  be  able  to  effectively  analyze  the  impact  of  proposed  derivatives 
activities  on  the  financial  condition  of  the  customer.   The  availability  and  impact  of  credit 
exposure  reduction  techniques,  such  as  netting  arrangements  and  collateral  agreements,  also 
should  be  considered.   Consistent  with  good  practice  in  traditional  lending,  the 
creditworthiness  of  the  counterparty  should  be  assessed  periodically  throughout  the  life  of  the 
derivatives  transaction. 

The  credit  officers  responsible  for  establishing  and  changing  fmancial  derivatives  credit  lines 
should  understand  the  applicability  of  fmancial  derivatives  instruments  to  the  risks  the  bank 
customer  is  attempting  to  manage.   When  the  bank  believes  a  particular  transaction  may  not 
be  appropriate  for  a  particular  customer,  but  the  customer  wishes  to  proceed,  bank 
management  should  document  its  own  analysis  and  the  information  provided  to  the  customer. 


Date:      October  27,  1993  Page  12  of  26 


697 


O 


BC  -   277 

BANKING  ISSUANCE 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Type:      Banking  Circular  Subiect:  Risk  Management  of  Financial  Derivatives 


2.    Pre-Settlement  Risk 

The  system  a  bank  uses  to  quantify  pre-settlement  credit  risk  exposure  should  take  into 
account  current  exposure  ("mark-to-market")  as  well  as  potential  credit  risk  due  to 
possible  future  changes  in  applicable  market  rates  or  prices  ("add-on").   That  system 
should  use  a  reliable  source  for  determining  the  credit  risk  factor  used  to  calculate  the 
credit  risk  add-on. 

This  methodology  should  produce  a  number  representing  a  reasonable  approximation  of  loan 
equivalency,  that  is,  the  amount  of  credit  exposure  inherent  in  a  comparable  extension  of 
credit.   The  mark-to-market  calculation  should  incorporate  the  same  controls  as  the  mark-to- 
market  calculation  used  to  klentify  profits  and  losses.   Prices  should  be  obtained 
independently  from  qualified  sources  on  a  periodic  basis,  the  firequency  of  which  should  be 
determined  by  the  extent  and  type  of  a  bank's  financial  derivatives  activities.   The  bank's 
traders  should  not  be  used  as  the  source  of  market  valuations  imless  an  independent  unit  (risk 
management  and/or  operations)  verifies  the  traders'  input  against  published  quotes. 

The  credit  risk  add-on  should  determine  the  potential  for  future  increases  in  credit  exposure 
based  on  the  likelihood  that  market  rates  or  prices  will  change  over  the  life  of  a  contract. 
Although  the  methodology  used  to  calculate  this  exposure  should  be  consistent  with  that  used 
for  calculating  market  risk,  the  credit  risk  add-on  calculation  differs  in  at  least  one  significant 
aspect.    Specifically,  the  time  horizon  for  market  risk  is  the  time  it  would  take  to  offset  or 
close-out  a  position,  whereas  the  time  horizon  for  credit  risk  appropriately  is  the  remaining 
life  of  the  contract  because  default  could  occur  at  any  time  during  the  remaining  life. 

Correlations  among  off-setting  or  matched  positions  with  a  single  counterparty  can  reduce  the 
overall  potential  for  future  credit  exposure  to  that  counterparty,  but  determining  the  extent  of 
such  reductions  generally  requires  sophisticated  simulation  analysis.  Consequently,  if  a  bank 
adjusts  for  such  correlations  when  summing  and  evaluating  counterparty  credit  exposures,  the 
simulation  analysis  supporting  any  such  adjustment  should  be  available  to  bank  examiners. 

The  sophistication  of  a  bank's  credit  risk  measurement  system  should  be  consistent  with  the 
level  of  activity  and  degree  of  risk  assumed  by  the  bank  in  its  derivatives  activities.  Banks 
active  in  derivatives  transactions  should  have  internal  systems  to  determine  potential  credit 
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risk.    Limited  end-users  may  rely  on  estimates  from  dealers  or  other  third  party  sources, 
provided  the  sources  are  independent  of  the  bank's  counterparty. 

3.  Settlement  Risk 

A  bank's  system  for  managing  counterparty  credit  risk  should  address  settlement  risk. 

Settlement  risk  can  be  defined  as  the  risk  a  bank  faces  when  it  has  performed  its  obligations 
under  a  contract,  but  has  not  yet  received  value  from  its  coimterparty.    The  time  horizon  for 
settlement  risk  is  typically  very  short  (less  than  24  hours).   Bank  management  should 
establish  limits  and  monitoring  procedures  for  settlement  risk  exposures.   Settlement  risk 
limits  should  be  established  separately  from  pre-settlement  credit  limits  and  should  consider 
the  bank's  capital  adequacy,  operations  efficiency,  and  credit  analysis  expertise.    Because 
settlement  risk  becomes  credit  risk  if  the  counterparty  defaults  during  the  settlement  cycle, 
the  ability  of  bank  management  to  limit  this  exposure  should  be  the  key  determining  factor  in 
establishing  settlement  limits.   Monitoring  reports  should  provide  sufficient  detail  to  identify 
credit  risk  arising  from  settlement  versus  pre-settlement  exposure. 

4.  Credit  Risk  Monitoring 

Credit  risk  monitoring  should  be  independent  of  the  units  that  create  financial 
derivatives  exposures.   This  risk  monitoring  unit  should  be  responsible  for  producing 
and  distributing  timely,  accurate  information  about  credit  exposives  such  as  line  usage, 
concentrations,  credit  quality,  limit  exceptions,  and  significant  counterparty  exposures. 
Credit  exposure  reports  should  provide  aggregate  information  about  the  bank's  credit 
risk  to  a  given  counterparty  (including  products  such  as  loans,  securities  underwritings 
and  other  traded  products).   The  risk  monitoring  unit  should  ensure  that  appropriate 
levels  of  senior  management  and  the  Board  of  Directors  receive  relevant  information 
about  credit  exposure  arising  from  derivatives  activities  on  a  periodic  and  timely  basis. 

The  methodology  the  bank  adopts  to  measure  and  monitor  credit  risk  should  be  controlled  by 
personnel  independent  of  the  trading  unit.  As  witli  the  methodologies  used  to  measure  mark- 
to-market  value  and  potential  market  risk  exposure,  it  is  important  that  the  assimiptions  and 
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variables  used  in  such  models  be  kept  current.  Periodic  validation  should  be  an  integral  pan 
of  this  process. 

D.  Liquidity  Risk  Management 

Bank  management  should  establish  effective  controls  over  the  liquidity  exposure  arising 
from  financial  derivatiTes  activities.  Key  principles  in  the  governance  and  management 
of  this  risk  are  diversification  and  communication. 

With  respect  to  financial  derivatives  products,  liquidity  risk  takes  two  fonns:    market/product 
liquidity  and  cash  flow.    If  there  is  insufficient  market  activity  or  prices  are  not  available,  a 
bank  risks  loss  due  to  its  inability  to  exit  or  unwind  a  position.   The  inability  to  meet  cash 
flow  obligations  at  an  acceptable  price  as  they  become  due  may  also  present  a  risk  of  loss. 

Management  of  the  liquidity  exposure  resulting  from  financial  derivatives  activities  should  be 
an  integral  part  of  day-to-day  operations,  as  well  as  contingeiKy  and  liquidity  planning 
processes.   The  depth  and  formality  of  management  systems  governing  this  risk  should  reflect 
the  volume  and  complexity  of  activities  undertaken  and  the  overall  liquidity  of  the  bank. 

1.    Market/Product  Liquidity  Risk 

Exposure  to  market/product  liquidity  risk  should  be  formally  addressed  within  market 
risk  limits.   Diversification  policies  specifically  addressing  known  or  potential  liquidity 
problems  also  should  be  implonented.   Limits  should  be  designed  to  trigger  management 
action  and  control  loss.   Quality  and  timely  communication  also  should  be  an  integral 
part  of  a  bank's  risk  management  culture. 

Effective  market  risk  exposive  limits  should  incorporate  orderly  liquidation  periods  based  on 
the  length  of  time  required  to  hedge  or  liquidate  a  position  under  normal  market  conditions. 
When  markets  or  products  are  illiquid  and  there  is  little  variety  or  depth  to  hedging 
alternatives,  market  aixl  credit  exposure  measures  should  be  based  on  longer  time  frames. 
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Communication  and  management/trader  action  are  important  during  periods  of  illiquidity.    A 
policy  in  which  traders  communicate  early  warning  signs  to  risk  control  units  is  critical.    At  a 
minimum,  traders  should  routinely  report  instances  of  imusually  wide  spreads  and  the  absence 
of  regular  market  participants. 

Operating  procedures  should  require  traders  to  alert  line  and  risk  control  units  to  early 
market  indicators  of  resistance  to  the  bank  or  to  significant  counterparties,  as  well  as 
resistance  with  respect  to  particular  products  or  maturities,  or  by  particular  markets  or 
geographic  regions. 

2.  Cash  Flow/Funding  Liquidity  Risk 

A  bank  should  have  liquidity  policies  to  formally  govern  its  exposure  to  cash  flow  gaps 
(from  intermediate  payments  or  settlements)  arising  from  financial  derivatives  activities. 

Controls  over  a  bank's  current  aiKl  projected  liquidity  positions  should  include  limits  on  cash 
flow  gaps,  in  the  aggregate  and  by  curreiKy.    Based  on  the  bank's  organizational  structure,  it 
also  may  be  appropriate  to  establish  such  limits  according  to  legal  or  geographic  entities,  as 
well  as  on  a  firm-wide  basis. 

Banks  engaged  in  significant  financial  derivatives  trading  activities  should  consider  having  an 
internal  transfer  pricing  system  that  incorporates  an  appropriate  "charge"  for  liquidity  usage. 
Such  a  charge  could  help  provide  financial  derivatives  users  with  the  appropriate  economic 
incentive  to  manage  their  cash  flow  gaps  and  funding  requirements  according  to  overall 
organizational  needs  and  strategies. 

The  limits  previously  discussed  for  controlling  market/product  liquidity  risk  also  should  assist 
in  diversifying  cash  flows  and  avoiding  concentrations  around  specific  dates,  within  specific 
time  periods,  and  by  currency,  product,  or  customer. 

3.  Early  Termination  Arrangements  and  Credit  Enhancements 

Policies  should  control  the  bank's  exposure  arising  from  early  termination 
arrangements,  as  well  as  collateralization  or  other  credit  enhancements. 
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Banks  should  carefully  evaluate  the  risks  of  entering  into  agreements  governing  their  fmancial 
derivatives  transactions  that  include  provisions  allowing  a  counterparty  to  terminate  the 
agreement  or  liquidate  outstanding  transactions  upon  a  deterioration  in  the  bank's  fmancial 
condition.    Even  absent  such  provisions,  counterparties  may  request  a  bank  that  is 
experiencing  real  or  perceived  problems  to  unwind  financial  derivatives  transactions  before 
they  mature.    Bank  policy  should  formally  address  how  such  requests  will  be  handled, 
because  in  either  situation,  the  early  termination  of  trades  may  result  in  an  undesired  cash 
outflow  and  an  increase  in  market  risk  at  the  least  oppormne  time. 

Banks'  policies  also  should  limit  the  amount  of  assets  that  may  be  encumbered  by  collateral 
arrangements  or  other  credit  enhancements  triggered  by  a  deterioration  in  the  bank's  fmancial 
condition.    In  developing  such  limits,  a  bank  should  consider  potential  exposures  and 
alternative  fmancing  sources  to  meet  liquidity  requirements  under  a  series  of  successive 
declines  in  its  credit  standing. 

4.     Monitoring 

Banks  should  have  management  information  systems  that  permit  daily  monitoring  of 
liquidity  positions  relative  to  limits.  These  reports  should  be  prepared  by  an  area  or 
employee(s)  independent  of  the  trading  unit. 

Information  reflecting  current  and  prospective  cash  flows  from  fmaiKial  derivatives  activities 
should  be  included  in  bank-wide  liquidity  management  processes  and  contingency  funding 
plans.   Reports  showing  actual  positions  relative  to  diversification  limits  also  should  be 
readily  available  for  management's  review. 

The  frequency  with  which  reports  are  prepared  should  be  based  on  the  relative  risk  exposures 
of  a  bank's  activities,  as  well  as  its  liquidity  needs.    Such  information  should  be  provided  to 
trading,  risk  control,  and  funding  umts. 
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E.  Operations  and  Systems  Risk  Management 

The  Board  of  Directors  and  senior  managemeiit  should  ensure  the  proper  dedication  of 
resources  (financial  and  personnel)  to  support  operations  and  systems  development  and 
maintenance.   The  operations  unit  for  financial  derivatiTes  activities,  consistent  with 
other  trading  and  investment  activities,  should  report  to  an  independent  unit,  and  should 
be  managed  independently  of  the  business  unit.  The  sophistication  of  the  systems 
support  and  operational  capacity  should  be  commensurate  with  the  size  and  complexity 
of  the  derivatives  business  activity. 

To  ensure  effective  transaction  processii^,  exposure  and  profit  and  loss  reporting,  valuation 
of  positions  and  documentation,  die  operations  unit  should  be  independent  of  the  business 
unit. 

Systems  support  and  operational  capacity  should  be  able  to  adequately  accommodate  the  types 
of  fmancial  derivatives  activities  in  which  the  bank  engages.   This  includes  the  ability  to 
efficiently  process  and  settle  the  volume  of  business  transacted  through  ttie  business  unit,  to 
provide  support  for  the  complexity  of  the  transactions  booked,  and  to  provide  accurate  and 
timely  input.    Support  systems  and  the  systems  developed  to  interface  with  the  official 
databases  should  generate  accmate  information  sufiicient  to  allow  business  unit  management 
and  senior  management  to  monitor  risk  exposures  in  a  timely  manner. 

Systems  needs  and  adequacy  for  financial  derivatives  activities  should  be  evaluated  during  the 
strategic  planning  process.   Current  and  projected  vohiroe  should  be  considered  together  with 
the  nature  of  the  derivatives  activity  and  the  user's  expectations.   Consistent  with  other 
systems  plans,  a  written  contingency  plan  for  financial  derivatives  products  should  be  in 
place. 

1.    Quality  of  Personnel 

Senior  management  should  recognize  the  need  for,  and  devote  appropriate  resources  to, 
employing  knowledgeable  and  experienced  personnel  in  the  operations  area. 
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Although  organizational  structures  may  vaiy  from  one  bank  to  another,  trading  operations 
should  report  to  high-level  management.    This  assures  that  senior  management  is  aware  of 
significant  operational  risks.    With  the  complexity  of  fmaiKial  derivatives  products  and  the 
size  and  rapidity  of  transactions,  it  is  essential  that  operational  units  be  able  to  capture  all 
relevant  details  of  trades,  identify  errors,  and  process  payments  or  move  assets  quickly  and 
accurately.   This  requires  a  staff  of  sufficient  size,  knowledge  and  experience  to  support  the 
volume  and  type  of  transactions  generated  by  the  business  unit. 

Management  should  develop  appropriate  hiring  practices  and  compensation  plans  to  recruit 
and  retain  high  caliber  staff. 

2.  Systemis 

Systems  design  and  needs  may  vary  according  to  the  size  and  complexity  of  a  bank's 
financial  derivatives  business.   However,  each  system  should  provide  for  accurate  and 
timely  processing  and  allow  for  proper  risk  exposure  monitoring. 

Operational  systems  should  be  tailored  to  each  bank's  needs.    Limited  end-users  of  fmancial 
derivatives  may  not  require  the  same  degree  of  automation  needed  by  more  active  trading  and 
position-taking  banks.    However,  all  operational  systems  and  units  should  adequately  provide 
for  basic  processing,  settlement,  and  control  of  derivatives  transactions. 

The  more  sophisticated  the  bank's  activity,  the  more  need  there  is  to  establish  automated 
systems  to  accommodate  the  complexity  of  the  deals  transacted,  to  accommodate  the  volume 
of  trades  conducted,  and  to  reconcile  more  efficiently  and  report  position  information 
accurately. 

It  is  appropriate  for  front  and  back  office  systems  to  become  more  highly  integrated  as  the 
bank's  financial  derivatives  activities  expand. 

3.  Segregation  of  Duties 

Segregation  of  operational  duties,  exposure  reporting,  and  risk  monitoring  from  the 
business  unit  is  critical  to  proper  internal  control. 
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To  provide  proper  control  over  tbe  recordatioa,  settlement,  and  monitoring  of  the  financial 
derivatives  business  activities,  operational  duties  should  be  segregated  and  managed 
independently  from  the  business  unit.   Prc^r  internal  control  should  be  provided  over  the 
entry  of  deals  into  the  database,  transaction  numbering,  date  and  time  notation,  and  the 
confirmation  and  settlement  processes.   Operational  controls  also  should  be  in  place  to 
resolve  disputes  over  contract  specifications.   In  this  regard,  banks  which  act  as  dealers  of 
derivatives  transactions  should  consider  employing  recorded  telephone  lines  for  both  dealing 
and  operational  units. 

The  operations  department,  or  another  unit  or  entity  indq>endent  of  the  business  unit,  should 
be  responsible  for  ensiuing  premier  reconciliation  of  front  and  back  office  databases  on  a 
regular  basis.   This  includes  tbe  verification  of  position  data,  profit  and  loss  figures,  and 
transaction-by-transaction  details. 

4. ,  Valuation  Issues 

Banks  that  engage  in  financial  derivatiTes  activities  should  ensure  that  the  methods  they 
use  to  value  their  derivatives  positioas  are  appropriate  and  that  the  assumptions 
underlying  those  methods  are  reasonable. 

Dealers  and  active  position-takers  should  have  systems  that  accurately  measure  the  value  of 
their  fmaiKial  derivatives  portfolios.  The  pricing  procedures  and  models  the  bank  chooses 
should  be  consistently  applied  and  well-documented.   Models  and  supporting  statistical 
analyses  should  be  validated  prior  to  use  and  as  market  conditions  warrant. 

The  best  approach  is  to  value  derivatives  portfolios  based  on  mid-market  levels  less 
adjustments.   Adjustments  should  reflect  expected  fiiture  costs  such  as  unearned  credit 
spreads,  close-out  costs,  investing  and  fimding  costs,  and  administrative  costs.   Most  limited 
end-users  (and  some  traders)  may  find  it  too  cosdy  to  establish  systems  that  accurately 
measure  the  necessary  adjustments  for  mid-market  pricing.   In  such  cases,  banks  may  price 
derivatives  based  on  bid  and  offer  levels,  provided  they  use  the  bid  side  for  long  positions 
and  the  offer  side  for  short  positions.   This  procedure  will  ensure  that  fmancial  derivatives 
positions  are  not  overvalued. 
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Banks  adopting  mid-market  pricing  should  recognize  that  mid-market  prices  are  not 
observable  for  many  instnmients.    In  those  cases,  banks  should  derive  unbiased  estimates  of 
market  prices  from  prices  in  similar  markets  or  from  sources  that  are  independent  of  the 
bank's  traders.    The  bank's  operations  staff  should  develop  procedures  to  verify  the 
reasonableness  of  all  pricing  variables  or,  if  that  is  not  possible,  should  limit  the  bank's 
exposure  through  position  or  coiKentration  limits  and  develop  appropriate  rep)orting 
mechanisms. 

Traders  may  review  and  comment  on  prices.    When  material  discrepancies  occur,  senior 
management  should  review  them.    If,  in  an  extenuating  circumstance,  senior  management 
overrides  a  back  office  estimate,  it  should  prepare  a  written  explanation  of  the  decision. 

5.    Documentation 

Bank  management  should  ensure  a  mechanism  exists  whereby  financial  derivatives 
contract  documentation  is  confirmed,  maintained,  and  safeguarded.    Documentation 
exceptions  should  be  properly  monitored  and  resolved. 

Controls  must  be  in  place  to  ensure  that  the  appropriate  contract  documentation  is  timely  and 
properly  executed  and  maintained.   The  bank  should  establish  a  process  through  which 
documentation  exceptions  are  monitored  and  appropriately  reviewed  by  senior  management 
and  legal  counsel.   Banks  with  more  active  derivatives  businesses  should  consider  establishing 
a  separate  docimientation  imit  to  control  fmarKial  derivatives  contracts  and  supporting 
documents.    Such  a  unit  may  be  part  of  a  broader  documentation  unit  or  the  legal 
department. 

F.  Legal  Issues 

Prior  to  engaging  in  derivatives  transactions,  a  national  bank  should  reasonably  satisfy 
itself  that  its  counterparties  have  the  legal,  and  any  necessary  regulatory,  authority  to 
engage  in  those  transactions.    In  addition  to  determining  the  authority  of  a  counterparty 
to  enter  into  a  derivatives  transaction,  a  national  bank  also  should  reasonably  satisfy 
itself  that  the  terms  of  any  contract  governing  its  derivatives  activities  with  a 
counterparty  are  legally  sound. 
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Participants  in  the  financial  derivatives  markets  have  experienced  significant  losses  because 
they  were  unable  to  recover  losses  from  a  defaulting  counterparty  when  a  court  held  the 
counterparty  had  acted  outside  of  its  authority  in  entering  into  such  transactions.    National 
banks,  especially  dealers,  should  ensure  that  their  counterparties  have  the  power  and  authority 
to  enter  into  derivatives  transactions,  and  that  the  counterparties'  obligations  arising  therefrom 
are  enforceable.   Similarly,  a  national  bank  also  should  ensure  that  its  rights  with  respect  to 
any  margin  or  collateral  received  from  a  counterparty  are  enforceable  and  exercisable.   The 
bank  should  be  able  to  be  use  such  margin  or  collateral  to  offset  actual  losses  upon  the 
defauh  of  the  counterparty. 

A  national  bank  also  should  reasonably  satisfy  itself  that  the  terms  of  any  contract  governing 
its  derivatives  transactions  with  a  counterparfy  are  legally  sound.   This  is  especially  important 
with  respect  to  provisions  governing  (i)  the  riming  of  the  termination  of  outstaiKling 
transactions  and  (ii)  the  calculation  of  settlement  amounts  payable  to  or  between  parties  upon 
the  termination  of  a  transaction  or  an  agreement. 

1.    Bilateral  Netting 

In  order  to  reduce  counterparty  credit  exposure,  a  national  bank  should  use  master 
close-out  netting  agreements  with  its  counterparties  to  the  broadest  extent  legally 
arforceabU,  including  in  any  possible  insolvency  proceedings  of  such  counterparties. 
However,  the  reliance  upon  such  agreements  where  the  enforceability  of  such 
agreements  against  a  particular  counterparty  has  not  been  legally  established  should  be 
considered  carefully  and  will  be  scrutinized  closely  by  the  OCC. 

In  the  United  States  the  enforceability  of  bilateral  close-out  netting  arrangements  for  various 
derivatives  transactions  in  the  insolvency  proceedings  of  U.S.  counterparties  is  almost  certain. 
The  advantages  of  such  netting  arrangements  include  a  reduction  in  credit  and  liquidity 
exposures,  the  potential  to  do  more  business  with  existing  counterparties  within  existing  credit 
lines,  and  a  reduced  need  for  collateral  to  support  counterparty  obligations.  National  banks, 
therefore,  gain  substantial  potential  benefits  by  documenting  their  relationships  in  master 
agreements  that  contain  close-out  netting  provisions. 
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The  enforceability  of  such  provisions  against  many  foreign  counterparties  or  U.S.  branches  or 
offices  of  some  foreign  counterparties,  however,  is  less  certain.    National  banks  that  rely  on 
netting  arrangements  with  such  counterparties  may  understate  credit  and  liquidity  exposures. 
As  a  result,  they  may  improperly  monitor  and  control  that  exposure,  assume  unintended 
credit  risk,  and  increase  systemic  risk. 

Only  when  the  enforceability  of  close-out  netting  arrangements  with  counterparties  has  a  high 
degree  of  certainty  should  national  banks  monitor  their  credit  and  liquidity  risks,  and  account 
for  financial  derivatives  transactions  with  such  counterparties,  on  a  net  basis. 

2.     Multilateral  Netting 

A  national  bank  should  determine  credit  and  liquidity  exposure  and  account  for 
financial  derivatives  transactions  on  a  multilaterally-netted  basis  only  if  cleared  through 
a  clearinghouse,  organization,  or  facility  that  me«ts  the  conditions  set  forth  in  the  Report 
of  the  Comnittee  on  Interbank  Netting  Schemes  of  the  Central  Banks  of  the  Groip  of  10 
Comtries,  Bank  for  International  Settlements,  Nov.  1990  ("Lamfalussy  Report"). 

Under  a  multilateral  netting  facility,  a  central  counterparty  or  clearinghouse  is  designated  as 
the  common  legal  counterparty  for  each  participant  in  the  facility.    The  reductions  in  credit 
risk  resulting  from  a  welWesigned  facility  can  be  substantial  and,  generally,  the  OCC 
eiKourages  the  development  of  such  arrangements. 

In  order  to  provide  the  highest  level  of  certainty  with  respect  to  (i)  the  enforceability  of  the 
obligations  of  the  participants,  (ii)  the  ability  of  the  system  to  freely  and  promptly  exercise 
the  right  of  set-off  with  respect  to  any  property  deposited  with  the  system  by  a  defaulting 
participant  as  security  for  its  obligations,  (iii)  limitations  on  the  obligations  of  non-defaultmg 
participants  to  cover  the  losses  arising  out  of  defaulted  transactions,  and  (iv)  the  financial 
integrity  of  the  system  as  a  whole,  national  banks  should  only  participate  in  multilateral 
netting  facilities  that  meet  the  conditions  set  forth  in  the  Lamfalussy  Report. 
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3.    Physical  Commodity  Transactions 

National  banks  may  engage  in  physical  commodity  transactions  in  order  to  manage  the 
risks  arising  out  of  physical  commodity  financial  derivatiTes  transactions  if  they  meet  the 
following  conditions: 

•  Any  physical  transactions  supplement  the  bank's  existing  risk  management  activities, 
constitute  a  nominal  percentage  of  a  bank's  risk  management  activities,  are  used 
only  to  manage  risk  arising  from  otherwise  permissible  (customer-driven)  banking 
activities,  and  are  not  entered  into  for  speculative  purposes;  and 

•  Before  entering  into  any  such  physical  transactions,  the  bank  has  submitted  a 
detailed  plan  for  the  activity  to  the  OCC  and  the  plan  has  been  approved. 

The  OCC  has  concluded  that  a  national  bank  may  engage  in  physical  commodity  transactions 
in  order  to  manage  the  risks  arising  out  of  physical  commodity  fmancial  derivatives 
transactions.    However,  given  the  potential  additional  risks  associated  with  physical  hedging 
activities,  a  national  bank  must  first  develop  a  detailed  plan,  which  should  be  approved  by  the 
bank's  Board  of  Directors  and  the  supervisory  staff  of  the  OCC,  before  the  bank  begins 
engaging  in  such  activities.    Requests  for  plan  approval  must  be  submitted  to:    Senior  Deputy 
Comptroller  for  Bank  Supervision-Operations,  Office  of  the  Comptroller  of  the  Currency, 
Washington,  D.C.    20219. 

Upon  OCC  approval,  a  national  bank  may  engage  in  such  activities  only  under  the  conditions 
specified  above  and  in  accordance  with  safe  and  sound  banking  practices. 

Financial  derivatives  transactions  with  respect  to  bank-eligible  precious  metals  (gold,  silver 
and  platinum)  are  not  subject  to  this  guideline. 

G.  Capital  Adequacy 

The  Board  of  Directors  should  ensure  that  the  bank  maintains  sufficient  capital  to 
support  the  risk  exposures  (eg.,  market  risk,  credit  risk,  liquidity  risk,  operation  and 
systems  risk,  etc.)  that  may  arise  from  its  derivatives  activities.   Significant  changes  in 
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the  size  or  scope  of  a  bank's  activities  should  prompt  an  analysis  of  the  adequacy  of  the 
amount  of  capital  supporting  those  various  activities  by  senior  management  and/or  the 
Board  of  Directors.    This  analysis  should  be  approved  by  the  Board  of  Directors  and  be 
available  for  bank  examiner  review.    In  addition  to  internal  reviews  of  capital  adequacy, 
senior  management  should  ensure  that  the  bank  meets  all  regulatory  capital  standards 
for  financial  derivatives  activities. 

Under  current  risk-based  capital  requirements  national  banlcs  must  hold  capital  for 
counterparty  credit  risk  exposures  in  fmancial  derivatives  contracts.   These  requirements  are 
specified  in  12  CFR  3  Appendix  A.    The  OCC  is  developing  additional  capital  requirements 
for  banks'  interest  rate  exposures  which  would  include  requiring  capital  to  cover  interest  rate 
risk  exposures  arising  from  fmancial  derivatives  positions.    As  these  and  any  other 
modifications  or  additions  to  capital  requirements  are  adopted,  bank  management  must  ensure 
that  all  financial  derivatives  activities  are  properly  incorporated  into  their  minimum  capital 
levels. 

H.  Accounting 

Accounting  guidance  for  fmancial  derivatives  instruments  is  not  comprehensive.   Generally 
accepted  accounting  principles  (GAAP)  include  definitive  accounting  standards  only  for 
futures  contracts.    Regulatory  accoimting  principles  (RAP),  set  forth  in  the  Instructions  to 
Consolidated  Reports  of  Condition  and  Income,  address  only  futures,  forwards,  and  options. 
Due  to  the  lack  of  comprehensive  GAAP  or  RAP  guidaiKe  for  all  derivatives,  inconsistent 
accounting  practices  have  developed  for  some  products. 

The  OCC  is  currently  studying  the  issue  of  accounting  for  fmancial  derivative  instruments.    A 
consistent  regulatory  accounting  policy  will  be  developed  for  all  derivative  products.    That 
policy  will  consider  the  impact  of  accounting  rules  on  business  decisions,  with  a  view  to 
minimizing  regulatory  burden,  and  will  be  a  cooperative  effort  with  the  other  U.S.  banking 
agencies.    In  the  interim,  each  bank  should  review  its  accoimting  practices  and  documentation 
to  ensure  consistency  with  the  strategies  and  objectives  approved  by  its  Board  of  Directors. 
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RESPONSIBLE  OFFICE 

Questions  or  coDcerns  regarding  this  hanking  circular  or  the  information  it  contains  should  be 
directed  to:   Capital  Markets  Division,  Office  of  the  Chief  National  Bank  Examiner,  (202) 
874-5070. 


Douglas  R  Hatris 

Senior  Poliiy^dvisor  to  the  Comptroller 
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Comptroller  of  the  CurrerKy 
Administrator  of  National  Banks 


Washington,  D.C.   20219 

December  23,    1993 


The  Honorable  Richard  Baker 
US  House  of  Representatives 
Washington,  DC    20515 

Dear  Congressman  Baker: 

I  am  pleased  to  respond  to  the  questions  that  you  asked  in  the  course  of  the  October  28,  1993 
House  Banking  Committee  hearing  on  the  safety  and  soundness  issues  associated  with  bank 
derivatives  activities. 

If  I  can  be  of  any  further  assistance,  please  do  not  hesitate  to  contact  me. 

Sincerely, 


Eugene  A    Ludwig 
Comptroller  of  the  Currency 


Enclosure 
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RESPONSES  TO  QUESTIONS  POSED  BY  REPRESENTATIVE  BAKER 

DURING  THE  OCTOBER  28,  1993  HEARING 

ON  THE  SAFETY  AND  SOUNDNESS  ISSUES  ASSOCIATED  WITH 

BANK  DERIVATIVES  ACTIVITIES 


1.  Mr.  Baker  is  concerned  about  a  provision  in  Section  C.l  of  BC-277  that  be  believes 
creates  a  "Iooi(  before  you  leap"  concept  whicb  goes  a  little  too  far  "by  requiring 
the  bank  board  to  document  that  they  are  not  guUty  in  the  event  the  acquirer  [of 
the  derivative]  later  suffers  a  loss  as  a  result  of  that  purchase."  Mr.  Baker 
believes  that,  as  a  result,  bank  directors  or  bank  officers  may  be  held  responsible 
for  losses  of  third  parties,  or  for  profit  opportunities  that  are  missed  by  third 
parties  because  the  third  party  was  dissuaded  from  a  transaction. 

Mr.  Baker  believes  that  individuals  should  be  allowed  to  make  their  own 
assessment  of  risk  based  upon  pre-purchase  and  pre-settlement  disclosures,  rather 
than  have  a  regulatory  policy  saying  that  any  product  is  not  suitable. 


Section  C.l  of  the  OCC's  Banking  Circular  277  states  that  bank  credit  officers  should  be 
able  to  identify  if  a  proposed  derivatives  transaction  is  consistent  with  a  counterparty's 
policies  and  procedures  for  derivatives  activities,  as  they  are  known  to  the  bank.   Section 
C.l  goes  on  to  state  that  credit  officers  should  be  able  to  analyze  the  impact  of  the 
proposed  derivatives  activities  on  the  customer's  financial  condition,  and  should  understand 
the  applicability  of  financial  derivatives  instruments  to  the  risks  that  the  customer  is 
attempting  to  manage. 

This  provision  is  a  reasonable  part  of  guidance  to  banks  selling  over-the-counter  financial 
derivatives  instruments.    Over-the-counter  transactions  are  custom-tailored  to  the  individual 
customer's  financial  position  and  its  specific  risk-management  objectives.   Evaluating  the 
customer's  trading  policies,  financial  situation,  and  risk  profile  is  an  integral  part  of 
structuring  a  derivatives  contract  that  meets  the  customer's  needs. 

The  OCC's  guidance  recognizes  that  buyers  of  over-the-counter  financial  derivatives 
instruments  need  to  possess  some  degree  of  sophistication  in  order  to  understand  those 
transactions.    Most  end-users  of  financial  derivatives  instruments  are  sufficiently 
sophisticated  to  undersund  the  appropriateness  of  a  particular  transaction  for  its  risk 
management  purposes.    Section  C.l  provides  an  added  measure  of  assurance  in  this  regard 
by  recognizing  the  obligation  of  bank  dealers  to  assess  their  clients'  sophistication  and  their 
undersunding  of  the  derivatives  transactions  that  they  propose  to  enter  into. 

Furthermore,  a  customer's  ability  to  perform  in  a  derivatives  transaction  depends,  in  part, 
on  the  appropriateness  of  the  transaction  to  the  customer's  financial  simation  and  its 
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business  practices  and  objectives.    Banking  Circular  277  provides  guidance  to  the  bank's 
credit  officers  who  establish  the  credit  lines  of  individual  customers.    In  this  respect,  it  is 
broadly  analogous  to  the  responsibility  of  credit  officers  to  evaluate  a  borrower's  ability  to 
repay  before  making  a  traditional  bank  loan. 

Banking  Circular  277  does  not  prohibit  a  bank  from  carrying  out  a  transaction  that  it 
believes  may  be  inappropriate  for  a  particular  customer.     In  such  circumstances,  the 
Circular  requires  only  that  the  bank  document  its  own  analysis  and  the  information 
provided  to  the  customer.     The  ultimate  decision  is  left  to  the  end-user  based  upon  the 
disclosures  it  receives  and  the  discussions  it  has  with  the  bank.    Thus,  OCC  policy  stops 
short  of  establishing  a  suitability  standard  that  would  be  analogous  to  the  standard  that 
applies  to  the  sale  of  securities  by  securities  dealers. 

It  is  conceivable  that  a  customer  who  has  been  discouraged  from  purchasing  a  financial 
derivatives  instrument  could  seek  damages  for  forgone  gains.    The  likelihood  of  consumer 
complaints  is  certainly  no  greater  in  these  circumstances,  however— and  probably  much 
less-than  if  it  had  failed  to  warn  the  customer  and  the  customer  subsequently  lost  money 
on  the  transaction. 
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Seeing  a  possible  need  for  further  legislation,  Mr.  Baker  would  like  to  know 
where,  under  current  U.S.  Code,  master  netting  agreements  may  not  be  legally 
enforceable  and  where  correction  in  the  Code  may  be  required. 


The  enactment  of  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989  (FIRREA),  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991 
(FDICIA),  and  the  1990  amendments  to  the  Bankruptcy  Code  have  brought  near  certainty 
on  the  issue  of  the  enforceability  of  bilateral  close-out  netting  arrangements  with  respect  to 
various  financial  derivatives  instruments  in  the  insolvency  proceedings  of  U.S. 
counterparties.    The  provisions  of  FIRREA  established,  among  other  things,  the 
enforceability  of  the  netting  provisions  of  master  agreements  with  respect  to  "qualified 
financial  contracts"  (as  that  term  is  broadly  defined)  in  the  insolvency  proceedings  of  an 
insured  depository  institution.    Subsequently,  the  1990  amendments  to  the  U.S.  Bankruptcy 
Code  extended  to  "swap  agreements"  (also  broadly  defined)  the  protections  of  avoidance  of 
(i)  "cherry -picking"  by  a  trustee  in  bankruptcy  and  (ii)  the  "automatic  stay"  upon  the  filing 
of  a  petition  in  bankruptcy,  both  of  which  had  previously  been  afforded  to  forward 
contracts.    Finally,  sections  401-407  of  FDICIA  validated  the  netting  of  bilateral  and 
multilateral  payment  obligations  by  and  among  "financial  institutions"  (as  that  term  is 
defined  therein  and  by  regulation  of  the  Federal  Reserve  Board)  pursuant  to  a  netting 
contract. 

Notwithstanding  the  above-referenced  changes,  various  commentators  have  noted  that  there 
is  some  uncertainty  regarding  the  enforceability  of  netting  arrangements.'    This  uncertainty 
exists  primarily  with  respect  to  transactions  that  are  not  enumerated  within  the  definition  of 
"swap  agreement"  for  purposes  of  the  Bankruptcy  Code  and  FIRREA  (such  as  spot  foreign 
exchange  agreements  and  equity  derivatives),"  and  for  which  the  netting  provisions  of 
FDICIA  are  not  applicable.'   Unlike  FDICIA  where  the  definition  of  "netting  contract"  is 
not  tied  to  any  particular  transactions,  the  definitions  of  "swap  contract"  under  FIRREA 
and  the  Bankruptcy  Code  are  tied  to  a  set  of  enumerated  transactions  and  "any  other 
similar  agreement."    While  one  could  argue  that  transactions  such  as  spot  foreign  exchange 
contracts  and  equity  derivatives  are  "other  similar  agreements"  for  purposes  of  the 
definition  of  "swap  agreement"  under  FIRREA  and  the  Bankruptcy  Code,  we  are  not 


'  See.  e^.  Cravath,  Swaine  &  Moore,  "Enforceability  Survey  -  United  States,"  Derivatives: 
Practices  and  Principles  -  Appendix  II-  I.egal  Rnforceahility:  Survev  of  Nine  Jurisdictions,  pp. 
291-313,  published  by  the  Group  of  Thirty,  Washington,  DC.  (July  1993)  ("The  Group  of  Thirty 
Survey"),  and  Grosshandler,  "Insolvent  Counterparties:  Too  Hot  To  Handle  -  United  States," 
International  Financial  Law  Review,  pp.  22-23  (October  1992). 

^     See  11  U.S.C.  §  101(55)  and  12  U.S.C.  §  1821(e)(8)(D)(vi),  respectively. 

'      Such  as,  for  example,  where  one  or  both  of  the  counterparties  are  not  "financial  instinitions." 
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certain  that  such  an  argument  would  prevail  in  court*   It  should  be  noted,  however,  that  at 
least  one  law  firm  has  concluded  that  if  such  transactions  are  not  considered  "swap 
agreements,"  then  they  would  be  considered  either  "forward  contracts"  or  "securities 
contracts",  which  are  provided  with  treatment  similar  to  that  of  "swap  agreements"  under 
FIRREA  and  the  Bankruptcy  Code.' 

The  uncertainty  that  arises  with  respect  to  the  definition  of  "swap  agreement"  increases 
where  transactions  that  qualify  as  a  swap  agreement  are  documented  under  a  single  master 
agreement  with  transactions  that  do  not  qualify  as  swap  agreements.    As  one  legal 
commentator  has  noted: 

Sections  362(a)(7)  and  553  of  the  U.S.  Bankruptcy  Code  .  .  .  could  delay  the  ability 
of  a  party  to  net  across  product  types  once  .  .  .  final  net  amounts  owed  by  or  to  a 
counterparty  are  reached  for  the  swap  agreements,  forward  contracts  and  securities 
contracts  documented  under  a  master  agreement  since  those  Sections  stay  the  set-off 
of  mutual  debts  after  the  commencement  of  a  bankruptcy  case,  and  there  is  no 
applicable  exception  to  the  automatic  stay  that  would  allow  the  set-off  against  each 
other  of  amounts  owed  under  these  three  types  of  transactions.  .  .  . 

If  a  derivatives  dealer  reaches  the  point  where  it  has  determined  that  three  net 
amounts  are  owed  by  or  to  a  counterparty  and  that  the  operation  of  the  automatic 
stay  is  delaying  further  set-off,  then  uncertainty  exists  whether  a  master  agreement 
under  which  swap  agreements,  forward  contracts  and  securities  contracts  are 
documented  should  be  treated  as  one  agreement  so  that  a  court  would  give  effect  to 
the  close-out  termination  provisions  of  such  master  agreement  to  reach  one  net 
number  either  owed  to  or  by  the  nonbankrupt  party.* 

Similarly,  under  FIRREA,  a  dealer  may  face  the  risk  of  selective  repudiation  among 
separate  qualified  financial  contracts  if  it  does  not  persuade  a  receiver  or  conservator  that 
all  transactions  under  a  master  agreement  are  "swap  agreements."'   This  risk  may  be 
diminished,  however,  if  the  master  agreement  contains  a  provision  that  provides  a  basis  for 
terminating  all  transactions  under  the  master  agreement  if  there  is  an  attempt  to  repudiate 
any  of  the  transactions  documented  thereunder.' 

Based  on  the  uncertainty  that  remains  with  respect  to  netting  arrangements,  notwithstanding 


*     Group  of  Thirty  Survey  at  p.  304. 
'     IsL 

'     IjL  at  p.  305. 
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the  improvements  made  by  FIRREA,  FDICIA  and  the  1990  amendments  to  the  Bankruptcy 
Code,  the  OCC  believes  it  would  be  useful  to  conform  these  various  netting  standards  to  a 
single  standard.    The  object  would  be  to  confirm  that  parties  to  a  master  agreement  may 
close-out  and  promptly  terminate  a  master  agreement  under  which  not  only  "swap 
agreements"  but  also  "securities  contracts,"  "forward  contracts,"  and  similar  agreements 
are  documented.    Such  a  change  would  be  consistent  with  Congress's  most  recent 
legislation  on  netting  in  FDICIA,  which  did  not  tie  the  validation  of  "netting  contracts"  to 
any  particular  type  of  transaction. 
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CLIFFORD  GRIEP 


Supplemental  material  in  response  to  questions  posed  during  the  hearing. 

Question  Ml:  "how  would  you  more  precisely  evaluate  the  range  of  involvement?" 

Derivative  exposures  are  captured  and  measured  in  a  variety  of  ways.    The  written 
testimony  and  exhibits  provides  the  details  supporting  the  methods  of  evaluation  used  by 
S&P.   From  the  publicly  available  information  we  track  exposures  by  notional  amount,  and 
more  importantly,  by  moHc  to  market  replacement  value  by  broad  product  type  as  provided 
in  the  bank  regulatory  and  SEC  disclosure  documents.    We  also  track  trading  revenue, 
where  most  of  the  income  from  derivatives  activity  is  reported.    We  also  evaluate 
management  supplemental  ir^formation,  as  provided  by  annual  reports  and  analysts 
presentations,  on  the  nature  of  their  derivative  activities,  and  the  risk  management 
practices  and  capabilities.   In  our  reviews  with  management  we  request  and  or  discuss 
information  on  the  credit  and  maturity  structure  of  derivative  counterparty  exposure, 
concentrations  in  counterparty  exposure,  breakdowns  of  trading  revenue  by  product,  and 
market,  and  by  customer  driven  versus  proprietary  activity,  derivatives  related  revenue 
which  does  not  appear  on  the  trading  line,  risk  management  methodologies  and  processes 
as  they  relate  to  derivatives,  specifically  market  stress  testing  used  to  determine  value  at 
risk,  including  relative  risk  model  inputs  of  volatility  and  correlation,  and  various  portfolio 
effect  demonstrated  through  simulations;  procedural,  operational,  and  organizational  issues 
surrounding  the  risk  management  process,  including  the  use  limits  and  control,  accounting 
treatments,  valuation  and  reserve  policies,  management  oversight  and  audit  function 
procedures,  and  various  liquidity,  funding,  and  capital  risks  related  to  derivative 
operations.    There  are  also  broader  discussions  about  managements  tolerance  for  risk  in 
this  area,  and  competitive  issues  related  to  market  position,  advantages  and  disadvantages, 
pricing  and  profit  margins,  management  capabilities,  and  past  performance  and  expected 
performance.    Collectively,  due  to  the  complexity  of  the  business,  we  rely  more  on 
managements  detailed,  voluntary  disclosures  then  on  the  information  available  in  public 
releases. 

Question  #2:  "reaching  the  danger  point?  " 

Derivative  operations  impact  credit  in  a  variety  of  ways.    The  broadest  answer  to 
when  a  bank  rating  would  change  in  response  to  derivative  activities  is  when  the  risk  of 
derivatives  increases  disproportionately  to  the  earnings,  capital,  and  liquidity  protecting 
creditors  against  that  risk,  or  when  the  risks  of  derivatives  appear  to  managed  insufficiently 
so  as  to  provide  adequate  sqfeguards  to  creditors.   As  the  banking  industry,  and  banks 
which  act  as  dealers  in  derivatives,  represent  a  range  of  creditworthiness  and  ratings,  the 
tolerance  for  additional  risk  relative  to  earnings  and  capital,  and  the  tolerance  for  control 
related  weaknesses  is  relative. 


718 


-2- 


The  risk  is  measured  in  several  ways,  as  is  the  managements  tolerance  for  risk.   Both 
are  reviewed  regulariy  relative  to  earnings,  capital,  and  liquidity.   Any  factor  which 
increases  risk,  most  notably  the  ones  cited  in  the  written  testimony  including  extending 
business  to  lower  quality  customers  without  collateral  protection,  a  shift  to  proprietary  from 
customer  driven  activities,  and  declining  profit  margins  in  the  derivatives  business  due  to 
increasing  competition  would  all  be  negative  credit  pressures.   Also,  due  to  the  complex 
nature  of  this  business  and  the  importance  of  management  risk  control  capability,  control 
weaknesses  or  occurrences  outside  expected  ranges  in  either  exposure  or  in  financial 
performance,  could  lead  to  downgrades. 
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Sultan  of  Swaps    '■■:.. 

Finance  Wizard  Scored 
Mightily  in  Derivatives 
But  Displeased  the  Boss 

Howard  Sosin  Refused  to  Let 
AIG  Official  Rein  Him  In. 
Now  Negotiates  'Divorce' 

Taking  Risks  Out  30  Years 


By  Greg  Steinmetz 
And  Barbaka  Donnelly  Granito 

Staf/  Rfparlrrs  of  Tim  Wall  STREirr  Journal 

He's  known  as  the  Dr.  Strangelove  of 
derivatives. 

A  former  Columbia  University  profes- 
sor who  arrived  on  Wall  Street  by  way  of 
ATiT's  Bell  Laboratories,  Howard  Sosin 
has  distinguished  himself  as  one  of  the 
most  brilliant  math  wizards  in  finance.  An 
aloof,  owlish  man,  with  a  relentless  com- 
petitive drive  and  fixation  on  control,  he 
Isn't  the  only  "rocket  scientist"  to  have 
stormed  Wall  Street  In  the  past  decade.  But  > 
he  may  be  the  most  controversial. 

His  success  embodies  the  quantum  leap 
taking  place  In  finance  today.  "This  was 


RegulatkMi  Delay 

Tbt  Commodity  Futore*  TrwUux  Com- 
mUrion,  In  it*  newly  releued  (tudy  of 
privately  trmded  deriTiUvet,  ducked  tli* 
thorny  iua«  of  how  to  regulat*  thla 
booming  snd  controveraUl  market  Arti- 
'  de  on  page  CL 


the  revenge  of  the  nerds,"  says  Andrew 
Lo,  a  finance  professor  at  Massachusetts 
Institute  of  Technology.  "It  was  a  signal 
that  the  financial  markets  have  enter^  a 
new  era  -  when  quantitative  expertise  is 
not  only  useful.  It's  Indispensable."' 

But  Mr.  Sosin  didn't  merely  ride  the 
quantitative  wave;  he  used  Its  momen- 
tum-and  his  extraordinary  freedom  from 
management  constraint   -   lo  venture    i 
where  rival  math  nerds  wouldn't  go.  And  '<- 
While  that  produced  humongous  profits.  It 
ultimately  made  him^  vulnerable:  As  Uie  i- 
derivatives  business  has  exploded  Into  the)^. 
mainstream,  it  has  invited  regulatory^ 
•crullny  and  pulillc  outay  for  more  8upe^M 
vision.  Now  the  question  facing  Mr.  Sosin% 
is,  can  the  derivatlve»;business,'^ln  its'^ 
search  for  respect  and  Credibility,  afford  ¥ 
:  eptrepreneurs  like  hlm7-^l'5«■•*^':,^^w!^*■>'v»; 
■;  American  International  Group  IncI,  the'^i 
4lant  New.  York  insurer  and, Mr4Sosln;)»l 
latest  partner,  evidentlydoesn't  think  sqM 
Earlier  this  year.  AIG  tried'to  rdn  Um  in^ 
Rather  than  submit,  Mr;  So8lh'qult>ft1ak'iw 


Hoaard  Sosin 


<u>  Altj  rui<iuu<u  r»ouui,u,.  juai  lut  uvyt/ 

ence  between  what  he  Is  demanding  and 
what  AIG  Is  offering  tops  $100  mUllon. 

While  lawyers  fight  that  batUe,  Mr. 
Sosin  Is  holed  up  with  his  team  in  b 
secluded  office  in  Westport,  Conn.,  plot- 
ting a  comeback.  Although  the  creative' 
brainpower  and  dazzling  computer  models 
he  commands  are  in  hot  demand  on  Wall 
Street,  he  is  basically  grounded  until  he 
can  find  another  AIG-a  powerful  financial 
backer  with  a  top  credit  rating.  So.  he  is 
shopping  his  derivatives  know-how  in 
search  of  a  new  partner. 

Considering  Mr.  Sosin's  history,  who- 
ever backs  him  can  count  on  two  things- 
Mr.  Sosin  wUl  make 
a  fortune  pushing 
the  outer  limits  of 
derivatives  fron- 
tiers. And  he  won't 
submit  gracefully  to 
authority. 

Derivatives  are 
financial  arrange- 
ments whose  re- 
turns are  linked  to, 
or  "derived"  from, 
the  performance  of 
such  things  as  Inter- 
est rates,  curren- 
cies, stocks  or  com- 
modities. Relying  on  quantitative  insights 
Into  such  notions  as  probability  and  volatil- 
ity, derivatives  have  grown  Into  a  multl- 
trililon-doilar  industry.  They  are  redefin- 
ing how  corporations,  banks,  governments 
and  other  big  institutions  measure  and 
manage  risk- and  profit  from  It. 
-  At  AIG,  and  eariier  at  Drexel  Bumham 
Lambert,  Mr.  Sosin  became  an  early  prac- 
titioner of  "swaps"  and  other  derivatives 
contracts.  A  swap  Is  an  agreement  be- 
tween two  parties  to  exchange,  say,  a  fixed 
Interest  rate  for  a  floating  one.  "Today, 
those  transactions  look  pretty  standard, 
but  theyjvere  novel"  In  the  mid-1980s,  says 
Richard  Whiting,  a  Donaldson,  Lufkln  & 
Jenrette  executive  who  worked  with  Mr. 
Sosin  at  Drexel.  In  1992  alone,  some  «.l 
trillion  of  new  Interest-rate  and  currency- 
swaps  contracts  were  arranged  -  up  al- 
most sixfold  since  1987,  when  Mr.  Sosin 
opened  shop  at  AIG. 

Mr.  Sosin's  management  style  Is  "to- 
tally unrelaxed"  and  compulsively  hands- 
on,  associatM  say.  He  drives  himself 
hard  -  much  like  his  late  father,  who 
taught  physics  at  the  University  of  Utah.^ 
"His  father  was  a  workaholic,"  says  his 
mother,  Dorothy.  "Maybe  the  gene  came 
through." 

At  AIG  Financial  Products,  Mr.  Sosin 
sweated  over  such  seemingly  mundane 
details  as  the  timeliness  of  trade  conflrma* 
tlons  and  the  office  renovations,  including 
the  Installation  bf  opulent  marble  rest- 
rooms.  Brazilian  wood  paneling  and  a  • 
f  Please  Turn  to  Page  AS.Oolimn  I 
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Omtinued  FYom  First  Page 
SO-foot  aquarium  for  the  trading  room.  Just 
as  Intense  outside  the  office,  Mr.  Sosin 
•threw  himself  into  the  construction  of  his 
Connecticut  mansion.  "He  must  have 
wanted  the  shutters  painted  60  different 
shades"  until  he  found  a  color  he  liked, 
says  Robert  Scinto,  the  builder. 

Whether  on  the  tennis  court  or  at  the 
bridge  table,  his  competitiveness  never 
wanes;  he  delights  in  crushing  opponents. 
"It's  never  a  social  game  for  Howard;  he's 
there  to  win,"  a  longtime  acquaintance 
says._^Mr.  Sosin  has  never  granted  an 
Interview  and  didn't  for  this  article. 

As  his  business  grew  and  rivals  began 
to  muscle  in  on  the  turf  of  AIG  Financial 
Products,  Mr.  Sosin  and  his  team  always 
managed  to  push  on  to  new  territory. 
"They  were  always  doing  things  an  order 
of  magnitude  more  complicated"  than 
everyone  else,  says  a  managing  director  at 
one  leading  swaps  dealer. 

For  instance,  when  most  rivals 
shunned  swaps  of  longer  than  10  years  as 
too  risky,  Mr.  Sosln's  unit  was  engineering 
swaps  of  up  to  30  years  with  counterparties 
such  as  the  state  of  Connecticut.  New 
Jersey  Turnpike  Authority.  International 
Business  Machines  Corp..  Sears,  Roebuck 
&  Co.  and  British  Gas  PLC. 

The  customers  liked  the  swaps  because 
they  lowered  their  long-term  financing 
costs.  But  for  AIG,  the  swaps'  value  de- 
pended on  such  unknowables  as  the  path  of 
Interest  rates  during  the  life  ot  the  swap, 
correlations  between  different  instru- 
ments and  markets,  and  the  cost  and 
quality  of  the  hedges.  "Ultimately,  valuing 
'  these  Instruments  requires  making  certain 
assumptions"  about  the  future,  says  Wil- 
liam Sharpe.  a  Nobel  laureate  who  co- 
advised  Mr.  Sosln's  doctoral  dissertation 
at  Stanford's  business  school. 

Most  derivatives  deaJers  mlnlmlie  the 
uncedalntles  by  hedging  themselves  with 
.offs^ng  transaction^,  a  tactic. that  limits 
them  mostly  to  shorter-term  deals.  Be- 
cause the  30-year  swap  market  Is  so  thin 
that  offsetting  swaps  are  hard  to  flnd,.Mr. 
Sosin  resorted  to  a  complex  trading  ma- 
neuver known  as  "dynamic  hedging"  to 
manage  the  risks.  This  approach  can  be 
dicey,  however,  and  few  deaJers  attempt  It 
on  long-xlated  Uerivatlves. 

"The  hedging  challenges  are  extraordi- 
nary at  30  years,"  says  William  Broeksmlt, 
managing  director  in  charge  of  Merrill 
Lynch  i  Co.'i  roughly  COO  billion  U.S. -dol- 
lar swap  portfolio.  "We  haven't  done  130- 
■year  swapsj-ihey're  loo  risky." 

To  help  manage  his  deals,  Mr.  Sotln 
has  tome  telect  UKoretlclans,  whom  he 
has  ctiltlTated  since  his  university  days 
and  who  are  widely  seen  u  one  of  (he 
secrets  o(  his  success.  Amon<  them  are 
Robert  Utzenber^er,  a  finance  professor 
tt  the  Wharton  School  who  othadvUed  Mr. 
Sosln's  dlsarrtatloo;  Bairy  Goldman,  • 
(onner  (Inanct  professor  tt  Beilceiey:  tnl 
Randall  Raeksoo,  who  QSed  to  OHnuun 
nnandal  tutures  at  CS  First  Boston  Inc 

The  derlntlves  unit  also  beneflted 
nstly  from  AIG's  trtpie-A  financial  back- 
ln(,  which  assured  the  unit's  derlntlves  ^ 
rliitit":  ih«i  It  rould  hooof  Its  rammlt-    ■ 
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RandaO  Radoon,  «to  nsed  to  oiHiiaiu«e 
nnandal  futura  at  CS  Pint  Botton  Inc. 

The  derivaUves  uWt  also  benedted 
vastly  from  AlG's  tripJe-A  financial  back-  . 
Ing,  which  assured  the  unit's  derivatives 
clients  that  it  could  honor  Its  conunlt-.r 
ments.  In  return  tor  supporting  the  deriva- 
tives subsidiary  and  ultimately  assuming 
most  of  Its  risks,  AIG  raked  In  enormous 
profits.  AIQ  Financial  Products  produced 
revenue  of  $421  million  last  year,  AIG  took 
Tiome  J171.5  million  after  expenses  and 
bonuses,  or  8%  of  its  pretax  profit-making 
this  the  fastest-growing  segment  of  the 
Insurer's  business  In  1992. 

Mr.  Sosin  didn't  do  badly,  either.  His 
personal  profit  share,  rumored  to  have 
been  S40  million  to  tSO  million  last  year 
alone,  supports  a  lavish  lifestyle.  He  has, 
among  other  things,  an  apartment  in  Man- 
hattan, a  ski  house  at  Snowbird,  Utah,  and 
a  home  in  Fairfield,  Conn.  The  Fairfield 
property,  where  Mr.  Sosin  lives  with  his 
wife,  Susan,  and  their  three  children.  Is  a 
five-story  mansion  known  locally  as  "the 
castle."^  It  boasts  an  elevator,  indoor  and 
outdoor* swimming  pools,  a  squash  court 
and  an  elaborate  security  system,  includ- 
ing metal  gates  and  a  guard  at  the  end  of 
the  driveway.  The  estate  cost  SS  million, 
paid  for  in  cash. 

That's  a  long  way  from  where  he  grew 
up.  "He  used  to  talk  what  It  was  like  to 
grow  up  Jewish  In  Iheavlly  Mormon)  Salt 
Lake  City  -  how  he'd  hang  out  with  the 
Catholics  and  Episcopalians  because  they 
were  all  minorities  together,"  one  long- 
time associate  says. 

Mr.  Sosin  has  tew  friends  outside  the 
tight  clique  of  experts  who  work  for  him. 
Former  subordinates  describe  him  as  a 
cold  fish,  relating  how,  when  they  tried  to 
talk  to  him,  he  would  look  at  the  floor,  the 
celling  or  a  computer  screen  to  avoid  eye 
contact.  Once,  when  moderating  at  an 
academic  conference,  Mr.  Sosin  and  Mr. 
Goldman  so  savaged  the  presentation  of  an 
older  Harvard  professor  that  the  audience 
was  stunned. 

Unlike  rival  derivatives  players,  Mr. 
Sosin  operated  largely  beyond  his  parent 
company's  reach,  not  to  mention  that  of 
outside  regulators.  Until  a  few  years  ago, 
in  fact,  all  derivatives  dealers  were  essen- 
tially unregulated  because  swaps  and 
other  privately  traded  derivatives  weren't 
reported  In  anyone's  financial  statements. 
But  the  growth  of  the  business  and  the 
fact  that  huge  sums  may  be  riding  on 
untried  assumptions  have  regulators  wor- 
ried about  how  well  the  players  under- 
stand and  manage  those  risks. 

Under  Mr.  Sosln's  agreement  with 
AIG,  he  was  largely  unrestricted  as  to 
his  choice  of  customers  and  the  terms 
of  his  deals.  He  and  his  associates  also 
set  the  assumptions  that  determined  the 
value  of  those  deals,  which  In  turn  deter- 
mined the  profits.  What's  more,  Mr.  Sosin 
and  his  team  got  a  big  share  of  those 
profits  -  Said  to  have  run  as  high  as  45%, 
two  to  three  times  the  typical  share  In  the 
business.  In  short,  the  arrangement  -  In 
sharp  contrast  to  practices  at  most  deriva- 
tives dealers  -  gave  Mr.  Sosin  not  only  the 
Incentive  but  the  means  to  pursue  unusual 
risks  in  search  of  big  returns. 

It  is  unclear  why  Maurice  "Hank" 

,      Greenberg,  AlG's  Iron-flsted  chairman 

and  largest  shareholder,  allowed  Mr.  Sosin 

luch  discretion.  Mr..  Greenberg  and  AIG 

decline  to  comment. 

Atl   flld   >rw    In   h»iir   dnwn    nn    Mr 


Sosin  In  1990.  when  It  exodied  Its  right  to 
jettison  the  Initial  contract,  but  lb  resolve 
warred  when  Mr.  Sosin  and  his  associates 
Ohreatened  to  Jump  ship.  However,  the 
confrontation  .apparently  hardened  Mr. 
Greenbergs  desire  to  selM  control.  He 
began  to  build  his  own  team  of  derivatives 
experts  -  including  Petros  Sabatacakis, 
hired  away  from  Chemical  Bank  -  to  take 
over  the  business  U  Mr.  Sosin  quit. 

The  last  straw  came  when  some  of 
Mr.  Sosln's  deals  started  going  sour. 
Insiders  say.  Mr.  Sosin  quit  earlier  this 
year.  In  August,  AIG  wrote  off  $125  million, 
its  loss  due  to  the  subsidiary's  purchase  of 
a  note  from  Trizec,  a  financially  troubled 
commercial  real-estate  developer  con- 
trolled by  Canada's  powerful  Bronfman 
family.  AIG  Financial  Products  also  has 
exposure  toother  troubled  Bronfman  hold- 
ings, including  Hees  International  Ban- 
corp, insiders  say. 

The  Sosin  team  at  AIG  Financial  Prod- 
ucts was  replaced  by  the  new  AIG  group. 
Lecturing  the  subsidiary's  new  staff  after 
Mr.  Sosin  left,  Mr.  Greenberg  emphasized 
that  the  change  represents  a  new  regime 
for  the  subsidiary.  In  one  talk,  he  strongly 
criticized  "greed"  and  the  unit's  extrava- 
gant perks,  with  pointed  reference  to  Its 
marble  restrooms. 

Mr.  Greenberg  Isn't  the  first  man- 
ager to  have  trouble  with  Mr.  Sosin. 
At  Drexel.  Mr.  Sosin  ran  the  swaps 
division  as  a  private  flefdom.  managers 
say.  He  built  a  separate  computer  network 
isolated  from  the  rest  of  the  ■•»mpany,  and 
he  forbade  any  personal  contact  between 
outsiders  and  his  group  unless  he  himself 
was  present.  He  became  neariy  hysterical 
when  his  superiors  violated  the  rule, 
they  say.  He  "had  the  outside  world  under 
control,  the  trick  for  him  was  how  to  keep 
the  business  out  of  management's  hands," 
one  former  colleague  says. 

When  Mr.  Sosin  Jumped  ship  to  Join 
AIG  shortly  after  receiving  a  $3  mil- 
lion bonus  from  Drexel  in  1986,  he  enticed 
almost  the  enUre  department  to  Join  him. 
Before  Drexel,  he  had  a  stormy  time  with 
Wllsher  Partners,  a  New  York  futures- 
trading  partnership,  and  eventually  the 
personality  conflicts  contributed  to  his 
departure.  In  a  scenario  now  being  re- 
pealed with  AIQ,  Mr.  Sosin  and  the  firm 
had  to  bring  in  lawyers  to  settle  their  bitter 
quarrel  over  how  to  value  his  share  in 
the  business. 

"Howard  doesn't  go  down  easy,"  t 
former  colleague  says.  "He  never  has 
and  never  will." 
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November  12,    1993 


Balking,  Finance  S  Uitan  Mm  Cewianee 


The  Honorable  Henry  Gonzales,  Chaisrman 

House  Committee  on  Banking,  Finance,  aind  Urban  Affairs 

2128  Raybum  House  Office  Building 

Washington,  D.C.  20515 

Dear  Mr.  Chairman: 

Per  your  invitation  at  the  Committee  hearing  on  derivative 
products  (October  28,  1993) ,  I  have  enclosed  a  series  of 
questions  for  the  hearing's  witnesses. 

If  your  staff  could  forward  these  questions  to  the  appropriate 
witness  with  a  request  for  rapid  response,  I  would  greatly 
appreciate  it.   Please  contact  Peter  Hong  of  my  staff  at  5-2271 
if  you  have  any  questions. 

Thank  you  for  your  assistamce  in  this  matter. 

Sincerely, 


/^/xX^ 


Rod  Grams 

Member  of  Congress 


Enclosure 
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Question  for  any  of  the  witnesses 

What  kind  of  entities  engage  in  derivative  transactions  and 
for  what  purposes?   Why,  for  example,  would  McDonalds  or  Dow 
Chemical  use  these  products  as  financing  tools  rather  than 
conventional  loans  or  financing? 

A  number  of  banking  policy  experts  claim  that  during  the 
1989  savings  and  loan  and  1991  banking  crises.  Congress  actually 
exacerbated  the  problems  by  passing  respectively  FIRREA  and 
FDICIA.   All  of  the  regulators  at  the  hearing  claimed  that  no 
more  authority  is  needed  from  Congress  to  regulate  derivative 
activities.   Is  it  possible  for  Congress  to  upset  the  delicate 
regulatory  balance  for  derivative  activities  through  any  further 
regulations? 

Do  over-the-counter  derivatives  demand  higher  credit  ratings 
from  users  and  end  users?  Do  these  higher  standards  ensure  a 
higher  rate  of  success? 
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QUESTIONS  FOR  THE  RECORD.  BANKING  COMMITTEE  HEARING  OH  DERIVATIVES 


Question  for  the  SEC 

Isn't  it  true  that  most  of  the  entities  under  your  jurisdic- 
tion which  participate  in  derivatives  transactions  are  well 
capitalized? 

Doesn't  that  give  you  some  reassurance  that  end  users  would  be 
protected  in  case  one  of  the  counterparties  or  a  dealer  was  unable 
to  hold  up  his  end  of  the  contract? 


Question  for  the  OCC.  SEC 

If  we  change  the  capital  standards  for  U.S.  banks,  aren't  we 
in  danger  of  disadvantaging  the  banks  compared  to  domestic  broker- 
dealers  and  foreign  dealers? 

Isn't  a  better  answer  to  make  sure  safeguards  are  in  place 
such  as  adequate  reporting  and  disclosure  standards? 


Question  for  the  OCC 

Isn't  it  true  that,  because  the  over-the-counter  (OTC)  deriva- 
tive market  demands  higher  credit  ratings,  both  dealers  and  end 
users  have  better  credit  quality  than  a  lot  of  corporations  to  whom 
banks  make  loans? 


Question  for  the  SEC.  Federal  Reserve.  OCC 

The  swaps  business  seems  to  be  quite  profitable  for  a  number 
of  large,  sophisticated  institutions.  Isn't  it  true  that  smaller, 
less-sophisticated  institutions  are  not  likely  to  participate  in 
derivative  transactions  because  of  the  high  credit  ratings  that  are 
required  by  the  market?   Don't  you  have  to  be  rated  AA  or  above? 
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Question  for  Federal  Reserve.  OCC 

What  kinds  of  entities  use  derivative  transactions  and  for 
what  purposes?  Why  would,  for  example,  McDonalds  or  Dow  Chemical 
Co.,  want  to  use  derivatives  instead  of  entering  into  new  loans  or 
Issuing  new  debt? 


Question  for  Federal  Reserve 

The  swaps  business  has  been  described  as  "end  user"  driven, 
meaning  that  the  demand  is  created  by  those  who  need  these 
transactions  to  manage  the  financial  risks  of  their  business, 
whether  it  be  interest  rate  risk,  currency  fluctuations,  or 
commodity  purchases. 

If  current  end  users  cannot  get  this  customized  service  from 
U.S.  financial  intermediaries,  because  of  some  action  taken  by 
Congress  or  the  regulators,  what  can  they  do  to  handle  the  risks 
they  face?  Is  there  another  type  of  product  or  another  market 
which  will  satisfy  these  needs?  Won't  these  end  users  just  go  to 
Europe  and  do  business  with  European  dealers,  which  will  cause  U.S. 
dealers  to  lose  this  business? 


Question  for  Federal  Reserve.  OCC.  SEC 

There  seems  to  be  a  significant  amount  of  this  type  of 
activity  in  Europe.  How  do  European  governments  and  regulators 
address  safety  and  soundness  concerns?  Have  you  looked  at  their 
regulatory  schemes?  Are  there  any  systems  which  look  like  they 
would  work  here? 
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Question  for  SEC 

Didn't  Drexel  have  a  reasonably-sized  swap  portfolio?  Did 
Drexel's  failure  cause  any  problems  in  the  swap  market  such  as  the 
systemic  risk/domino  effect  some  people  are  concerned  about? 


Question  for  OCC.  SEC 

There  is  some  concern  that  the  use  of  derivatives  is  growing 
so  rapidly  that  the  market  for  them  may  suddenly  go  out  of  control 
before  Congress  or  the  regulators  have  a  good  grasp  of  how  they 
work  and  what  safeguards  should  be  in  place. 

For  example,  what  would  happen  if  a  large  swaps  dealer  ran 
into  difficulties  wholly  unrelated  to  its  swaps  business?  What 
happens  to  all  of  the  contracts  it  has  entered  into?  How  are  the 
regulators  prepared  to  deal  with  this? 


Oueation  for  Federal  Reserve 

In  the  last  year,  didn't  the  european  exchange  rate  market 
mechanism  collapse?  Considering  the  billions  of  dollars  outstand- 
ing on  these  foreign  exchange  currencies,  shouldn't  the  collapse  of 
this  market  have  created  the  panic-stricken  systemic  risk  scenario 
that  some  are  concerned  about?  Yet,  even  under  these  circumstanc- 
es, didn't  the  market  manage  to  correct  itself? 


730 


Question  to  0T8 

There  seems  to  be  confusion  in  the  financial  press  over  what 
are  "derivatives."  The  derivatives  we  are  talking  about  today  are 
over-the-counter  (OTC)  derivatives,  not  derivative  securities  like 
mortgage-backed  securities.  Treasury  interest-only  strips  and 
principal-only  strips  where  people  are  losing  money  because  they 
are  betting  the  wrong  way. 

In  fact,  wouldn't  you  use  OTC  derivatives  to  hedge  the  kind  of 
risk  that  results  from  investing  in  derivative  securities? 

Isn't  it  also  true  that  swaps  could  have  mitigated  the  losses, 
and  allowed  the  thrifts  to  better  handle  their  interest  rate 
mismatch? 
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Mr.  Daniel  F.  Evans,  Jr. 

Chairman 

Federal  Housing  Finance  Board 

1771  F  Street,  N.W. 

Washington,  D.C.   20006 

Dear  Mr.  Evans: 

The  House  Committee  on  Banking,  Finance,  and  Urban  Affairs 
recently  conducted  a  hearing  on  the  use  of  derivative  products. 

To  aid  the  Committee  in  assessing  the  use  of  derivative 
products  by  government  sponsored  enterprises,  please  provide 
answers  to  the  following  questions: 

1.  Please  give  an  overview  of  Federal  Housing  Finance  Board 
(FHFB)  and  Federal  Home  Loan  Banks  use  of  derivative  products. 
Please  describe  the  risk  management  system  used  to  monitor 
FHFB  derivative  activities. 

2.  Does  the  FHFB  monitor  the  derivative  activities  of  thrifts 
that  receive  funds  from  the  FHFB?  Do  these  thrifts  use 
derivatives  speculatively? 

3 .  What  are  the  risks  to  the  FHFB  system  posed  by  derivatives 
activities? 

4.  To  what  extent  does  the  FHFB  and  the  Federal  Home  Loan  Banks 
use  derivatives  for  speculation? 

Please  feel  free  to  add  any  related  comments  about  the  above 
topic.   Thank  you  for  your  consideration  of  these  questions. 
Please  respond  to  these  questions  by  the  close  of  business  December 
3,  1993. 


fcerely. 


lenry   Ef.    Gonzal( 
Chairman 


HBG : mpc 
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Federal  Housing  Finance  Board 

17^7  F  Street.  N.W.,  Washington,  DC.  20006 
Telephone:  (202)  408-2500  Facsimile:  (202)  408-1435 


December  17,  1993 


"t  P""  i'**..  f  i  ;    „  sisu  i^ 


The  Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking,  Finance 

and  Urban  Affairs 
House  of  Representatives 
Washington,  D.C.  20515-6050 

Dear  Chairman  Gonzalez: 

Thank  you  for  your  letter  of  November  8,  1993,  to 
former  Chairman  Daniel  F.  Evans,  Jr.,  requesting  information 
on  the  use  of  derivative  financial  products  by  the  Federal 
Home  Loan  Bank  System.   As  you  know.  Chairman  Evans 
resigned  from  the  Federal  Housing  Finance  Board  effective 
November  22,  1993.   I  am  pleased  on  behalf  of  the  Finance 
Board  to  respond  to  your  questions . 

Please  feel  free  to  contact  me  at  (202)  708-3600  for 
any  further  information. 


Sincerely, 


Nicolas  P.  Retsinas 


Enclosure 
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FEDERAL  HOUSING  FINANCE  BOARD 

Responses  to  Questions  of  November  8,  1993 
on  FHLBank  Use  of  Derivative  Products 


"Please  give  an  overview  of  Federal  Housing  Finance 
Board  (FHFB)  and  Federal  Home  Loan  Banks  use  of 
derivative  products.   Please  describe  the  risk 
management  system  used  to  monitor  FHFB  derivative 
activities . " 

A  derivative  financial  instrument  is  one  whose 
value  derives  from  an  underlying  asset,  rate,  or 
index.   Derivatives  are  of  two  principal  types: 

(1)  Forward-based/ future-based  derivatives;  and, 

( 2 )  Option-based  derivatives . 

The  Federal  Housing  Finance  Board  ( "Finance 
Board"),  which  regulates  the  Federal  Home  Loan 
Banks  ( "FHLBanks" ) ,  assesses  the  FHLBanks  to 
finance  its  operations.   Consequently,  the  Finance 
Board  does  not  use  derivative  financial  products 
as  a  source  of  funds . 

The  FHLBanks  use  both  types  of  derivatives  in 
their  credit,  funding,  and  risk  management 
activities  to  manage  interest  rate  and  basis  risk 
and  to  reduce  funding  costs. 

Forward-based/ future-based  derivatives .   The 
FHLBanks  use  interest  rate  swaps  and  financial 
futures,  primarily  for  their  individual  interest 
rate  risk  management  needs.   Also,  the  FHLBanks 
engage  in  interest  rate  swaps  to  assist  members  of 
the  FHLBank  System  in  managing  their  interest  rate 
risk. 

Option-based  derivatives .   Through  the  FHLBank 
System's  Office  of  Finance,  FHLBank  System 
liabilities,  called  consolidated  obligations,  are 
issued.   These  may  contain  a  variety  of  options. 
Increasingly,  these  are  used  to  fund  prepayable 
FHLBank  advances,  which  are  putable  back  to  the 
FHLBank  at  a  member's  option  or  are  prepayable 
based  on  market  indices.   The  FHLBanks  also  use 
options  on  futures  and  forward  contracts  to  manage 
interest  rate  and  basis  risk. 
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These  activities  are  more  fully  described 
below: 

Funding.   The  FHLBanks  use  derivative  debt 
primarily  to  reduce  their  funding  cost  in  order  to 
provide  lower  cost  housing  finance  for  their 
members  at  rates  more  competitive  with  alternative 
sources  of  funds.   The  following  are 
representative  of  recent  transactions  that 
incorporate  options  into  consolidated  debt 
issuances: 

o  Optional  principal  redemption  bonds 

o  Stepped  optional  principal  redemption  bonds 

o  Indexed  principal  redemption  bonds 

o  Simple  floater 

o  Inverse  floater 

o  Stepped  inverse  floater 

o  Dual  indexed  floater 

o  Variable  principal 

The  Finance  Board's  Financial  Management 
Policy  ("FMP")  for  the  FHLBanks  requires  that  the 
risks  associated  with  derivative  funding  be  passed 
by  the  FHLBank  to  a  suitably  creditworthy  hedge  or 
swap  counterparty.   Therefore,  the  FHLBanks  retain 
virtually  none  of  the  interest  rate  or  basis  risk 
that  these  transactions  might  otherwise  entail. 
For  example,  while  consolidated  debt  may  be  issued 
in  a  foreign  currency,  any  non-U. S.  Dollar 
denominated  debt  must  be  converted  to  a  U.S. 
Dollar  liability.   Similarly,  any  debt  with 
varying  principal  must  be  converted  to  debt  with 
fixed  principal  using  a  swap  or  other  hedge 
vehicle. 

Precautions  have  also  been  taken  to  ensure 
that  derivative  consolidated  debt  is  sold  only  to 
qudlified  investors.   All  primary  dealers  in 
FHLBank  System  debt  must  sign  an  underwriting 
agreement  which  requires  that  all  such  sales  be 
made  to  suitable  investors. 

Swaps  and  hedges  are  subject  to  the  secured 
and  unsecured  credit  guidelines  of  the  FMP.   These 
guidelines  set  minimum  credit  and  collateral 
standards  for  the  FHLBank  System.   Eligible 
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counterparties  are  restricted  to  financial 
entities  of  at  least  investment  grade  quality. 
Collateral  is  required  to  offset  credit  quality 
shortcomings.   Compliance  with  these  guidelines  is 
reviewed  as  part  of  Finance  Board  examinations; 
additionally,  FHLBank  internal  auditors  review 
compliance  and  report  semi-annually  to  the  Finance 
Board . 

Advances .   To  the  extent  that  a  FHLBank 's 
variable  advance  rates  are  based  on  U.S.  Dollar 
LIBOR,  11th  District  cost  of  funds  (also  known  as 
"11th  District  COFI"),  and  other  interest  rate 
indices,  these  all  may  be  considered  derivative. 

As  mentioned  above,  FHLBank  System  members  are 
increasingly  selecting  FHLBank  advance  products 
that  have  imbedded  prepayment  options.   These 
advances  tend  to  reduce  the  member's  interest  rate 
risk  by  providing  the  opportunity  to  refinance  if 
interest  rates  fall,  or  by  better  matching  funding 
to  the  durations  of  mortgage-related  assets. 

The  FHLBanks  also  facilitate  members' 
asset/liability  management  by  providing  interest 
rate  swaps,  a  derivative  activity.   These 
activities  reduce  members'  basis  and  interest  rate 
risk.   Members  are  further  advantaged  by  having 
the  FHLBank  as  a  "AAA"  counterparty.   Moreover, 
the  FMP  requires  that  the  FHLBanks  engaged  in  such 
activity  enter  into  offsetting  swaps  to  reduce 
their  own  interest  rate  risk. 

Risk  Management  Systems.   Risk  management  systems 
emphasize  the  importance  of  qualified  personnel, 
sound  Finance  Board  and  FHLBank  policies  and 
controls,  and  sound  management  and  board 
oversight.   Internal  audit  structures  are  also 
well  developed  throughout  the  FHLBanks. 

Also,  since  1991,  the  Finance  Board  has 
monitored  FHLBank  use  of  derivatives  through 
annual  on-site  examinations,  which  include  reviews 
of  FHLBank  financial  management  operations, 
including  interest  rate  risk  management,  swap  and 
hedge  activities,  and  related  accounting  and  other 
internal  controls.   Annual  examinations  of  the 
funding  activities  and  internal  controls  of  the 
Office  of  Finance,  the  FHLBank  System's  fiscal 
agent,  are  also  conducted. 
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"Does  the  FHFB  monitor  the  derivative  activities  of 
thrifts  that  receive  funds  from  the  FHFB?   Do 
these  thrifts  use  derivatives  speculatively?" 

FHLBank  System  member  institutions  receive  no 
funds  from  the  Finance  Board.   FHLBank  System 
members  may  only  receive  funding  through 
application  to  their  respective  FHLBank. 

The  Finance  Board  has  no  supervisory  or 
regulatory  authority  with  respect  to  members'  use 
of  funds  advanced  by  the  Federal  Home  Loan  Banks . 
By  law,  FHLBank  members  must  be  regulated 
entities.   Their  regulatory  supervision  is  the 
responsibility  of  the  Office  of  the  Comptroller  of 
the  Currency,  Office  of  Thrift  Supervision, 
Federal  Reserve  or  Federal  Deposit  Insurance 
Corporation,  as  well  as  state  banking  and 
insurance  regulators. 

However,  Finance  Board  examiners  review 
activities  where  the  FHLBanks  have  acted  as  swap 
counterparties  with  members .   Examiners  review  for 
unusual  transactions  that  may  reflect  speculative 
activities . 

"What  are  the  risks  to  the  FHFB  system  posed  by 
derivatives  activities?" 

The  report  of  the  Group  of  30  and  the  recent 
minority  report  of  the  House  Banking  Committee 
list  the  risks  to  all  market  participants  in 
derivatives  activities.   These  include  counter- 
party credit  risk,  market  risk,  settlement  risk, 
operating  risk,  liquidity  risk,  legal  risk, 
aggregation  or  interconnection  risk,  and  systemic 
risk. 

Of  the  several  risks,  the  Finance  Board  has 
identified  counterparty  credit  risk  as  the  primary 
source  of  potential  risk  to  the  safety  and 
soundness  of  the  FHLBanks.   Therefore,  as  noted 
above,  the  Finance  Board  has  established  policies 
governing  credit  risk  arising  from  on-  and 
off-balance  sheet  transactions.   Counterparty 
credit  risk  management  is  a  central  feature  of  the 
FMP,  which  explicitly  addresses  the  measurement 
and  limitation  of  credit  exposure.   Counterparties 
are  limited  to  those  having  investment  grade 
credit  quality,  and  outstanding  credit  risk  to 
individual  counterparties  is  limited  to  avoid 
excessive  risk  concentration.   Collateral 
requirements  also  reduce  net  credit  exposures . 
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In  addition  to  counterparty  restrictions,  the 
Finance  Board  has  emphasized  in  its  policies  and 
regulations  the  need  to: 

o  Measure  current  unsecured  credit  exposure  on  a 
regular  basis. 

o  Set  credit  limits  with  each  approved  dealer. 

Through  its  supervisory  monitoring  and 
examinations,  the  Finance  Board  reviews  and 
analyzes  FHLBank  operations  under  a  variety  of 
assumed  interest  rate  and  economic  conditions, 
particularly  substantial,  instantaneous,  and 
sustained  interest  rate  shocks.   The  FHLBanks  also 
incorporate  such  practices  in  their 
asset/liability  management. 

'To  what  extent  does  the  FHFB  and  the  Federal  Home 
Loan  Banks  use  derivatives  for  speculation?" 

The  Finance  Board  does  not  use  derivative 
financial  products . 

The  Finance  Board  prohibits  the  FHLBanks'  use 
of  derivative  instruments  for  speculative 
purposes . 
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Mr.  l.awrence  Hough 

President  and  CEO 

Student  Loan  Marketing  Association 

1050  Thomas  Jefferson  Street,  N.W. 

Washington,  D.C.   20007 


Dear  Mr.  Hough: 


The  House  Committee  on  Banking,  Finance,  and  Urban  A.ffairs 
recently  conducted  a  hearing  on  the  use  of  derivative  products. 

To  aid  the  Committee  in  assessing  the  use  of  derivative 
products  by  government  sponsored  enterprises,  please  provide 
answers  to  the  following  questions: 

1.  Please  give  an  overview  of  the  Student  Loan  Marketing 
Association's  (SallieMae)  use  of  derivative  products.  Please 
describe  the  risk  management  system  used  to  monitor  FannieMae 
derivative  activities. 


2.  What  are  the  risks  to  SallieMae  posed  by  derivatives 
activities? 

3.  To  what  extent  does  SallieMae  use  derivatives  for  speculation? 

Please  feel  free  to  add  any  related  comments  about  the  above 
topic.   Thank  you  for  your  consideration  of  these  questions. 
Please  respond  to  these  questions  by  the  close  of  business  December 
3,  1993. 


Henry  B.  Gonza] 
Chairman 


HBG : npc 


739 


J>f^ 


[t.lC^ 


STUDENfT  LOAN  MARKETING  ASSOCIATION 
1050  Thomas  Jefferson  Street.  N  W 
Wasfiington.  D  C    20007-3871 
202-298-2600 


LAWRENCE  A  HOUGH 

President  and 

Cfiief  Executive  Officer 


<  I  ms 


December  10,  1993 


The  Honorable  Henry  B.  Gonzalez 

Chairman 

Committee  on  Banking,  Finance  and  Urban  Affairs 

2129  Rayburn  House  Office  Building 

Washington,  D.C.   20515-6050 

Dear  Chairman  Gonzalez: 

This  is  in  response  to  your  November  8,  1993  letter 
requesting  information  about  Sallie  Mae's  use  of  derivative 
products.   By  way  of  background,  Sallie  Mae  was  created  as  a 
government-sponsored  enterprise  (GSE)  to  provide  liquidity  to 
support  the  now  millions  of  students  and  parents  who  each  year 
rely  upon  guaranteed  loans  to  help  finance  the  costs  of  higher 
education.   As  one  of  the  nation's  major  intermediaries  to  the 
education  credit  market,  Sallie  Mae  has  successfully  raised  and 
delivered  private  capital  to  more  than  23  million  students  and 
parents  —  or  more  than  $60  billion  of  education  credit.   In  the 
process,  we  have  worked  in  partnership  with  thousands  of  lenders 
and  thousands  of  schools  to  help  support  the  private  capital- 
based  Federal  Family  Education  Loan  program,  formerly  known  as 
the  Guaranteed  Student  Loan  Program  (GSLP) . 


1.   Background 

Sallie  Mae  issues  debt  to  finance  the  ownership  of  student 
loans.   The  corporation's  policy  and  practice  is  to  properly 
match  its  interest-sensitive  assets  with  interest-sensitive  debt. 
Since  the  marketplace  does  not  always  allow  the  corporation  to 
accomplish  this  goal  directly  at  favorable  prices  and  with 
precise  timing,  Sallie  Mae  uses  a  variety  of  derivative  products. 
The  use  of  derivative  products  minimizes  the  company's  exposure 
to  the  risks  associated  with  changes  in  the  rate  of  return  on  its 
assets.   This  management  of  interest  rate  risk  is  an  integral 
part  of  Sallie  Mae's  normal  business.   For  the  purposes  of  this 
letter,  the  term  "derivative  product"  refers  to  Sallie  Mae's  use 
of  instruments  such  as  interest  rate  swaps,  caps,  collars, 
floors,  and  currency  swaps,  forwards  and  options. 
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To  further  elaborate,  Sallie  Mae's  assets  generally  yield  a 
floating  rate  of  return  based  either  on  a  Treasury  bill  (T-bill) 
index  or  a  London  Interbank  Offered  Rate  (LIBOR)  index.   Sallie 
Mae  uses  the  bond  market  to  borrow  the  funds  it  needs  to  purchase 
its  assets.   If  Sallie  Mae  borrows  at  rates  that  do  not  match  the 
interest  rate  characteristics  of  the  assets  financed  with  such 
borrowings,  however,  it  takes  on  interest  rate  risk,  or  the  risk 
that  future  decreases  in  the  interest  earnings  on  its  assets 
would  not  be  matched  by  lower  financing  costs. 

To  minimize  this  risk,  Sallie  Mae  has  adopted  a  financing 
philosophy  known  as  "matched  funding"  whereby  the  costs  of  Sallie 
Mae's  liabilities  are  designed  to  move  in  unison  with  the  yield 
on  its  assets.   By  using  matched  funding,  Sallie  Mae  has  been 
careful  to  secure  a  predictable  earnings  "spread"  (the  difference 
between  what  Sallie  Mae  earns  from  its  assets  and  what  Sallie  Mae 
pays  out  on  its  bonds)  rather  than  speculate  on  interest-rate 
movements. 

Standing  alone,  this  philosophy  would  require  all  T-bill 
indexed  assets  to  be  financed  by  T-bill  indexed  borrowings,  and 
LIBOR  indexed  assets  by  LIBOR  indexed  borrowings,  but  Sallie  Mae 
often  can  achieve  lower  borrowing  costs  by  offering  fixed  rate 
debt  or  debt  that  carries  a  different  fluctuating  rate  than 
T-bill  or  LIBOR.   The  use  of  swaps  and  other  derivative  products 
allows  Sallie  Mae  to  obviate  the  interest  rate  risk  that 
otherwise  would  be  associated  with  using  non-T-bill,  non-LIBOR 
instruments,  and  consequently,  to  take  advantage  of  both  fixed- 
rate  and  variable  rate  products  that  we  could  not  otherwise  use 
because  we  could  not  maintain  matched  funding.   For  this  reason, 
since  1982,  Sallie  Mae  has  been  an  end-user  of  derivative 
products  in  pursuit  of  the  lowest  financing  costs  and  minimal 
interest  rate  risk. 

2.    Please  give  an  overview  of  Sallie  Mae's  use  of  derivative 
products.   Please  describe  the  risk  management  system  used 
to  monitor  sallie  Mae's  derivative  activities. 

As  discussed  above,  Sallie  Mae  employs  derivative  products 
to  match  the  interest  expense  of  its  bonds  with  the  interest 
income  which  Sallie  Mae  earns  on  its  assets.   The  goal  is  to 
reduce  interest  rate  risk  and  lock-in  an  earnings  spread  at  the 
lowest  financing  cost. 

Sallie  Mae's  risk  management  system  is  described  in  response 
to  Question  3 . 
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3.    What  are  the  risfcs  to  Sallie  Mae  posed  by  derivatives 
activities? 

Recent  studies  by  the  Group  of  Thirty  and  several  regulatory 
bodies  have  concluded  that  participants  in  the  derivatives 
markets  face  a  number  of  common  risks.   Sallie  Mae  agrees  that 
all  of  the  types  of  risk  identified  in  the  studies  exist. 
However,  because  of  the  nature  of  our  business  and  the  ways  in 
which  we  limit  our  use  of  derivative  products,  we  have  found 
that,  for  us,  credit  risk  is  the  most  significant,  and  we 
consequently  emphasize  credit  quality  in  our  risk  management 
activities. 

Sallie  Mae's  limitation  of  its  role  to  that  of  an  end-user 
of  derivatives  products  minimizes  several  kinds  of  risks  others 
may  face.   Sallie  Mae  manages  its  market  risk  by  matching  its 
derivative  transactions  with  its  asset  and  liability 
transactions.   Similarly,  liquidity  risk  is  not  significant 
because  Sallie  Mae  enters  into  derivatives  transactions  with  the 
expectation  of  maintaining  the  position  until  the  maturity  of  the 
hedged  liability.   Because  of  the  nature  of  our  dealings,  Sallie 
Mae  has  never  experienced  a  loss  due  to  settlement  or  legal  risk 
complications.   We  have  in  place  a  system  of  checks  and  balances 
such  that  we  have  not,  in  our  11  years'  involvement  with 
derivative  products,  experienced  a  loss  due  to  operational  risk. 

As  noted,  based  on  Sallie  Mae's  experiences,  the  corporation 
views  credit  risk  as  the  fundamental  risk  presented  by  its 
derivative  activities,  and  it  carefully  controls  that  risk 
through  an  established,  formalized  risk  management  system.   The 
system  includes  an  independent  Credit  Division  that  measures, 
monitors,  approves  and  reports  the  level  of  counterparty  credit 
risk  —  prior  to  execution  and  on  a  monthly  basis  throughout  the 
life  of  derivatives  transactions.   The  counterparty  for  every 
transaction  is  subjected  to  a  thorough  credit  analysis.   Sallie 
Mae  prudently  manages  its  group  of  counterparties,  over  60%  of 
which  have  a  credit  rating  of  double  A  or  better  and  virtually 
none  of  which  carries  a  rating  below  single  A.   Further,  Sallie 
Mae  obtains  collateral  enhancements,  early  termination,  or 
assignment  rights  at  the  inception  of  each  transaction  when  the 
creditworthiness  of  a  counterparty  is  at  issue.   This  system 
involves  senior  management,  officers  and  employees  responsible 
for  the  derivatives  transactions,  including  the  corporate 
finance,  credit,  legal,  accounting  and  audit  divisions  of  the 
corporation. 
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4.    To  what  extent  does  Sallie  Mae  U3e  derivatives  for 
speculation? 

Sallie  Mae  uses  derivatives  solely  to  manage  the  risks  of 
its  ordinary  business.   It  does  not  use  derivatives  for 
speculation. 

I  hope  that  this  information  provides  helpful  insights  into 
Sallie  Mae's  uses  of  financial  derivative  products.   I  believe 
Sallie  Mae's  derivatives  experience  provides  an  example  of  the 
way  in  which  the  prudent  use  of  such  instruments  can  provide  a 
stabilizing  influence  in  credit  transactions.   We  would  be 
pleased  to  respond  to  any  further  questions  that  you  may  have  or 
to  meet  with  you  to  provide  additional  explanations  of  our 
derivatives  activities. 


Lawrence  A.  Hough 

President  and 

Chief  Executive  Officer 
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Mr.  James  Johnson 

Chairman  and  CEO 

Federal  National  Mortgage  Association 

3900  Wisconsin  Avenue,  NW 

Washington,  D.C.   23016-2899 

Dear  Mr.  Johnson: 

T.ie  House  Committee  on  Banking,  Finance,  and  Urban  Affairs 
recently  conducted  a  hearing  on  the  use  of  derivative  products. 

To  aid  the  Committee  in  assessing  the  use  of  derivative 
products  by  government  sponsored  enterprises,  please  provide 
answers  to  the  following  questions: 

1.  Please  give  an  overview  of  Federal  National  •  Mortgage 
Association's  (FannieMae)  use  of  derivative  products.  Please 
describe  the  risk  management  system  used  to  monitor  FannieMae 
derivative  activities. 

2.  What  are  the  risks  to  FannieMae  posed  by  derivatives 
activities? 

3 .  To  what  extent  does  FannieMae  use  derivatives  for  speculation? 

Please  feel  free  to  add  any  related  comments  about  the  above 
topic.   Thank  you  for  your  consideration  of  these  questions. 
Please  respond  to  these  questions  by  the  close  of  business  December 
3,  1993. 


Henry  ?.  Gonzalei 
Chairman 
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3900  Wisconsin  Avenue,  NW  James  A.  Johnson 

Washington,  DC  20016-2899  Chairman  of  the  Board  and 

202  752  6790  Chief  Executive  Officer 
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December  9,  1993  

FannieMae 


The  Honorable  Henry  B.  Gonzalez  ntLftlVEP 

U.S.  House  of  Representatives  -.p 

2413  Raybum  House  Office  Building  -"^^   '  "^  '"^  ~ 
Washington,  D.C.  20515 

Baf.%Rnanc8SU.i)an/;fair£Cui,.-„i^ 
Dear  Mr.  Chairman: 

Thank  you  for  giving  Faimie  Mae  the  opportunity  to  describe  its  derivative  securities 
activities.  As  you  know,  Faimie  Mae  has  two  major  lines  of  business:  pprtfniin 
investment  and  issuance  of  mortgage-backed  securities.  The  company  buys  residential 
mortgages  for  its  investment  portfolio  and  earns  a  spread  between  the  yield  on 
portfolio  investments  and  the  cost  of  debt  funding  those  investments.  Fannie  Mae  also 
receives  pools  of  mortgage  loans  from  lenders  and  exchanges  them  for 
Mortgage-Backed  Securities,  which  the  company  guarantees. 

For  each  of  the  three  questions  you  have  asked  I  have  provided  a  separate  response 
reflecting  Fannie  Mae's  use  or  issuance  of  derivatives  relating  to  these  two  components 
of  our  business. 

Question  One: 

Please  give  an  overview  of  Fannie  Mae's  use  of  derivative  products. 

Portfolio  Investment: 

On  the  funding  side,  Fannie  Mae  uses  a  variety  of  risk  management  derivative 
instruments  to  reduce  interest  rate  risk  on  its  mortgage  portfolio  and  to  reduce 
its  debt  costs,  both  of  which  help  lower  mortgage  rates  for  American 
homeowners.   Fannie  Mae  does  not  speculate  using  derivatives. 

Examples  of  Fannie  Mae's  use  of  derivatives  include  interest  rate  swaps, 
callable  swaps  to  synthetically  create  callable  funding,  and  some  limited  use 
of  interest  rate  futures  and  options  to  hedge  daily  interest  rate  fluctuations. 

Interest  rate  sw2^)s  provide  the  specific  cash  flows  or  characteristics  the 
portfolio  requires  but  would  not  be  readily  obtainable  from  the  standard  debt 
market  alone.  Swaps  also  provide  Fannie  Mae  greater  access  to  a  broad  array 
of  investors.  Callable  swaps  provide  Faimie  Mae  with  an  additional  tool  to 
effectively  fund  mortgages  and  reduce  the  dependency  on  callable  bonds  (and 
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hence  control  borrowing  costs).  Fannie  Mae  commits  to  purchase  loans  daily 
However,  it  is  cost  prohibitive  to  issue  debt  to  match  those  commitments  on 
a  daily  basis.  Interest  rate  futures  and  options  enable  Fannie  Mae  to  maintain 
an  orderly  and  cost  effective  debt  issuance  schedule  so  that  Fannie  Mae  can 
make  daily  loan  purchase  commitments.  Fannie  Mae  also  uses  interest  rate 
caps  and  floors  to  cushion  the  mortgage  portfolio  from  extreme  interest  rate 
movements. 

These  risk  management  instruments  have  proven  to  be  effective  tools  which 
enable  Fannie  Mae  to  lower  its  borrowing  costs  and  pass  on  those  savings  to 
homeowners  in  the  form  of  lower  mortgage  interest  rates. 

Mortgage-Backed  Securities: 

Fannie  Mae  issues  three  types  of  securities,  which  because  their  cash  flow  is 
dependent  upon  the  cash  flow  of  another  security,  may  be  technically 
considered  "derivative"  products;  Real  Estate  Mortgage  Investment  Conduits 
(REMIC's),  Stripped  Mortgage-Backed  Securities  ( "SMBS" )  and  Swap  Trusts. 
Fannie  Mae  issues  these  securities  for  precisely  the  reasons  Congress 
authonzed  their  issuance:  to  add  liquidity  to  the  mortgage  finance  system  and 
to  lower  mortgage  rates  for  homeowners. 

These  securities  expand  the  appeal  and  availability  of  mortgage  securities  to  a 
broad  investor  base  resulting  in  more  investor  capital,  including  international 
capital,  being  committed  to  the  U.S.  housing  finance  system.  As  Congress 
envisioned,  REMICs  have  become  a  vehicle  for  pension  funds  and  other  large 
sources  of  capital  to  commit  their  investment  resources  to  the  nation's  housing 
finance  system  and  housing  industry. 

We  are  guided  by  investor  appeal  when  designing  a  REMIC,  SMBS  or  Swap 
Trust  issue.  These  transactions  offer  a  variety  of  investment  products  with 
customized  performance  characteristics  across  a  range  of  maturities. 

Innovative  REMIC  structures  increase  the  predictability  of  cash  flows  in  certain 
classes  while  other  classes  are  designed  as  tools  to  be  used  in  the  context  of 
an  institution's  or  investor's  overall  asset/liability  management  strategy  or  total 
return  investment  strategy.  These  products  are  designed  to  be  used  as  portfolio 
enhancements  by  knowledgeable  investors  rather  than  as  stand  alone 
investments.  The  judicious  use  of  these  instruments  can  assist  the  investor  in 
reducing  vulnerability  to  volatile  interest  rate  movements. 
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Real  Estate  Mortgage  Investment  Conduits  ("REMICs"): 

A  REMIC  is  a  multiple-class  mortgage  cash  flow  security  created  by  authority 
of  the  Tax  Reform  Act  of  1986.  By  redirecting  the  cash  flow  from  the 
underlying  collateral,  Fannie  Mae  can  create  classes,  or  tranches,  with 
different  interest  rates,  average  lives,  prepayment  sensitivities,  and  final 
maturities.  While  the  characteristics  of  the  tranches  may  vary,  when  combined, 
the  cash  flow  from  the  tranches  equal  the  payments  of  the  underlying  collateral. 
The  underlying  collateral  is  usually  Mortgage-Backed  Securities  (  "MBS"  ), 
however,  other  REMIC  tranches  or  SMBS  may  be  used.  Investors  with 
different  investment  objectives  are  able  to  select  tranches  that  meet  their 
specific  portfolio  needs.  Investors  are  willing  to  pay  more  for  the  REMIC 
tranches  than  the  underlying  collateral,  which  results  in  lower  mortgage  interest 
rates  for  homeowners. 

Since  the  program's  inception  in  1987  we  have  issued  $487  billion  of  REMICs 
through  September,  1993. 

Stripped  Mortgage-Backed  Securities  (  "SMBS"  ): 

Stripped  Mortgage-Backed  Securities  (  SMBS  )  typically  involve  "stripping 
apart"  the  principal  and  interest  payments  from  the  underlying  collateral  to 
create  two  classes:  Interest  Only  ("10")  and  Principal  Only  ("PO").  The  10 
class  is  allocated  all  the  interest  payment  cash  flows  from  the  underlying  MBS 
while  the  PO  class  receives  the  principal  payment  cash  flow.  REMIC 
structures  can  include  lO  and  PO  classes.  SMBS  collateral  is  usually  standard 
MBS,  however  certain  REMIC  tranches  have  been  "stripped". 

Investor  demand  also  guides  our  SMBS  activity.  10  and  PO  classes  are 
extremely  sensitive  to  prepayments;  Fannie  Mae's  SMBS  prospectus  states  that 
"In  the  case  of  any  10  class,  a  faster  than  anticipated  rate  of  principal  payments 
is  likely  to  result  in  a  lower  than  anticipated  yield  and,  in  certain  cases,  an 
actual  loss  on  the  investment."  los  appeal  to  investors  whose  portfolio  values 
decrease  as  prevailing  interest  rates  rise.  Conversely,  Pos  appeal  to  investors 
who  stand  to  lose  future  cash  flows  from  other  investments  when  prevailing 
interest  rates  fall. 

Since  inception  we  have  issued  $89  billion  SMBS  through  September,  1993. 
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Swap  Trusts: 

In  a  Swap  Trust  a  trust  is  established  with  a  fixed-rate  REMIC  tranche  as  its 
asset  Principal  and  interest  cash  flow  from  the  HEMIC  tranche  is  paid  into  the 
trust  which  passes  a  fixed  interest  amount  to  the  designated  swap  counterparty. 
That  entity,  using  its  own  hedging  techniques,  is  obligated  to  return  a  floating 
interest  amount  to  the  trust.  The  trust  then  pays  the  certificate  holder  the 
certificate  payment  amount,  which  includes  the  floating  interest  amount.  A 
reserve  fund  is  maintained  to  serve  as  partial  security  for  the  swap 
counterparty's  obligations.  Investors  in  a  swap  trust  are  exchanging  a  fixed- 
rated  cash  flow  for  a  floating  rate  as  a  risk  management  tool 

For  additional  protection,  Fannie  Mae  requires  a  swap  trust  counterparty  to  be 
AAA  rated.  Also,  if  a  counterparty  is  downgraded  from  AAA  to  a  lower 
rating,  Faimie  Mae  may  dissolve  the  trust  in  certain  instances.  In  one  swap 
trust  agreement  for  example,  Fannie  Mae  received  upfront  compensation  before 
agreeing  to  bear  the  risk  that  the  counterparty's  rating  might  be  downgraded. 

We  have  issued  five  Swap  Trusts  totaling  $972  million,  all  in  1993. 

Question  Two: 

What  are  the  risks  to  Fannie  Mae  posed  by  derivatives  activities?  Please  describe 
the  risk  management  system  used  to  monitor  Fannie  Mae's  derivative  activities. 

Portfolio  Investment 

On  the  funding  side,  the  risks  posed  by  derivatives  are  mainly  credit  and 
market-related. 

Credit  risk  for  swaps  is  defined  as  the  risk  that  the  other  side  to  a  swap  (the 
"counterparty")  fails  to  meet  its  contractual  obligations  on  that  swap  transaction 
causing  Fannie  Mae  to  have  to  replace  the  swap  at  market  prices.  Fannie  Mae 
manages  credit  risk  by:  (I)  dealing  primarily  with  experienced  swap 
counterparties;  (2)  diversifying  its  book  across  several  counterparties;  (3) 
ensuring  that  all  swaps  are  documented  under  standardized  master  agreement: 
(4)  requiring  the  use  of  uniform  credit  support  agreements  (such  as  collateral 
agreements). 
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The  use  of  collateral  agreements  is  a  major  aid  in  managing  credit  risk.  Under 
these  collateral  agreements,  counterparties  are  required  to  post  collateral  if 
Fannie  Mae  is  exposed  to  them.  Further,  the  posting  of  collateral  is  tied  to 
credit  ratings.  Fannie  Mae  may  even  require  overcoUateralization  from 
counterparties  whose  credit  ratings  have  dropped  below  pre-determined  levels. 
Fannie  Mae  regularly  monitors  the  exposures  on  its  derivatives  book  by 
marking  the  positions  to  market  via  option  pricing  models  and  dealer  quotes. 

Market  or  systemic  risk  is  the  risk  that  the  entire  fmancial  market  experiences 
stress  and  that  several  major  derivatives  participants  default  on  their 
obligations.  To  protect  itself  if  this  unlikely  event  occurred,  Faimie  Mae  enters 
into  swap  agreements  only  with  a  finite  group  of  highly  capitalized 
counterparties.  Furthermore,  Faimie  Mae's  collateral  agreements  and  netting 
requirements  should  provide  additional  protection  for  this  risk. 

While  Fannie  Mae  has  long  followed  many  of  the  processes  and  practices 
recommended  recently  by  the  Group  of  Thirty,  it  is  committed  to  continually 
monitoring  and  improving  all  aspects  of  its  derivatives  business. 

Mortgage-Backed  Securities: 

As  the  issuer  of  REMICs,  SMBS  and  Swap  Trusts,  Faimie  Mae  is  exposed  to 
virtually  no  additional  risk,  other  than  the  credit  risk  which  already  exists  on 
the  underlying  MBS.  Each  issue  is  established  as  an  independent  trust.  Fannie 
Mae's  responsibility  as  trustee  is  defined  by  the  trust  indenture  for  each  issue. 

All  of  the  "derivative"  securities  we  issue  ultimately  depend  on  the  cash  flow 
from  mortgage  pass-through  certificates  (MBS).  In  most  cases  they  are  Fannie 
Mae  guaranteed  MBS,  but  some  REMICs  are  backed  by  Ginnie  Mae  pass- 
through  certificates.  Fannie  Mae  guarantees  timely  payment  of  principal  and 
interest  on  our  MBS,  which  assures  that  expected  cash  flows  are  available  for 
redistribution  under  the  terms  of  the  "derivative"  instrimient.  Our  guarantee  is 
assured  by  requiring  that  the  individual  loans  that  compose  an  MBS  meet  strict 
credit  quality  guidelines  before  they  are  pooled  into  an  MBS. 

In  effect,  Fannie  Mae's  mortgage  securities  are  all  backed  by  the  same  type  of 
home  loans  that  we  buy  for  our  portfolio.  The  credit  characteristics  of  these 
mortgages  is  exceedingly  high.  In  practical  terms,  our  mortgage  "derivatives" 
allocate  the  cash  flows  of  monthly  principal  and  interest  payments  (including 
prepayments)  to  different  investors,  depending  on  their  preference.     These 
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investors  are  making  assumptions  on  likely  prepayment  patterns  and  the 
reinvestment  rate  they  will  be  able  to  get  when  the  mortgage  monies  are  passed 
through  to  others. 

Faimie  Mae's  issuance  of  REMICs,  SMBS  and  Swap  Trusts  is  generally 
initiated  by  an  approved  investment  banking  firm  who  identifies  a  deal 
structure  and  selects  the  collateral's  characteristics  Before  the  deal  is  "priced", 
or  officially  agreed  to,  Fannie  Mae  reviews  the  structure  and  the  proposed 
collateral's  characteristics  as  well  as  collateral  availability  in  tlie  market. 
Fannie  Mae  and  our  independent  accoimtants  separately  model  the  transaction 
to  verify  to  the  penny  the  integrity  of  the  cash  flows  under  a  broad  range  of 
economic  assumptions.  We  also  assess  our  administrative  responsibilities  at 
that  time.  Once  these  thresholds  are  passed  and  the  security  has  been  issued, 
Faimie  Mae  again  looks  at  the  structure  using  the  actual  closing  collateral  to 
ensure  that  the  investor  receives  the  represented  security.  If  the  security's 
characteristics  have  changed  materially,  the  dealer  is  required  to  inform  the 
investor  and  make  any  appropriate  price  adjustments. 

We  provide  full  and  complete  disclosure  of  all  performance  vanability  under 
a  range  of  prepayment  sensitivities.  Faimie  Mae's  disclosure  is  comparable  to 
that  provided  by  issuers  of  SEC  registered  securities.  Moreover,  we  provide 
additional  yield  sensitivity  tables  in  our  prospectus  supplements  for  the  more 
prepayment  sensitive  securities  and  we  offer  investor  support  services  through 
our  toll-free  customer  service  Helplines,  which  are  staffed  from  8:30  am.  to 
5:30  p.m.  every  business  day  and  are  otherwise  available  24  hours  a  day.  No 
private  REMIC  issuer  offers  the  range  of  investor  support  and  information 
offered  by  Fannie  Mae. 

Question  Three: 

To  what  extent  does  Fannie  Mae  use  derivatives  for  speculation? 

Fannie  Mae  does  not  use  derivatives  to  speculate. 

We  invest  in  REMICs  for  our  portfolio  and  facilitate  secondary  trading  of  a 
limited  amount  of  these  securities  to  dealers  and  select  investors. 

Fannie  Mae  buys  REMIC  tranches  for  its  mortgage  investment  portfolio  as  an 
alternative  to  or  in  addition  to  the  whole  loans  and  mortgage  pass-throughs  we 
purchase.   All  of  these  investments  are  held  to  maturity.   Like  other  mortgage 
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mixture  of  debt  and  equity  to  provide  an  acceptable  risk-adjusted  return  over 
a  wide  range  of  interest  rate  environments.  These  assets,  like  all  of  the  assets 
on  Fannie  Mae's  balance  sheet,  are  subject  to  the  capital  requirements 
established  in  the  Federal  Housing  Enterprises  Financial  Safety  and  Soundness 
Act  of  1992. 

Furthermore,  as  a  service  to  lenders  and  investors,  Fannie  Mae  maintains  a 
Customer  Secunties  Tradmg  Desk  ("CSTD")  The  CSTD  facilitates  brokenng 
of  certain  securities  by  identifying  purchasers  of  particular  Fannie  Mae 
products  that  are  available  for  sale  by  others.  On  these  securities,  we  enter  into 
simultaneous,  offsetting  purchase  and  sale  transactions  and  take  no  investment 
position. 

Again,  thank  you  Mr.  Chairman  for  the  opportunity  to  respond  to  your  questions. 

Sincerely, 
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Mr.  Leland  Brendsel 

Chairman  and  CEO 

Federal  Home  Loan  Marketing  Corporation 

1101  Pennsylvania  Avenue,  N.W. 

Washington,  D.C.   20004 

Dear  Mr.  Brendsel: 

The  House  Committee  on  Banking,  Finance,  and  Urban  Affairs 
recently  conducted  a  hearing  on  the  use  of  derivative  products. 

To  aid  the  Committee  in  assessing  the  use  of  derivative 
products  by  government  sponsored  enterprises,  please  provide 
answers  to  the  following  questions: 

1.  Please  give  an  overview  of  Federal  Home  Loan  Marketing 
Corporation's  (Freddie  Mac)  use  of  derivative  products. 
Please  describe  the  risk  management  system  used  to  monitor 
FannieMae  derivative  activities. 

2 .  What  are  the  risks  to  Freddie  Mac  posed  by  derivatives 
activities? 

3 .  To  what  extent  does  Freddie  Mac  use  derivatives  for 
speculation? 

Please  feel  free  to  add  any  related  comments  about  the  above 
topic.   Thank  you  for  your  consideration  of  these  questions. 
Please  respond  to  these  questions  by  the  close  of  business  December 
3,  1993. 


Sinderely,    fJ 

Henry  B. 'Gonzalez  t/ 
Chairman 


HBG : mpc 
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Chairman 

Chief  Executive  Officer 

(703)  903-3000 


0EC101933 


December  10,  1993 

pjrTjjT         The  Honorable  Henry  B.  Gonzalez 
Chairman 


Committee  on  Banking,  Finance 

and  Urban  Affairs 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Mr.  Chairman: 

I  am  pleased  to  respond  to  your  letter  of  November  8,  1993,  regarding  Freddie  Mac's 
use  of  derivative  products.   Freddie  Mac  recognizes  the  great  interest  and  attention 
currently  being  devoted  to  the  financial  derivatives  market  by  Congress,  various 
federal  regulatory  bodies  and  the  financial  community  as  a  whole.   This  attention  is 
well  deserved  given  the  growth  and  importance  of  this  sector  of  the  financial  market. 

Freddie  Mac's  mission  is,  as  a  shareholder-owned  corporation,  to  make  the  American 
dream  of  safe,  accessible  housing  a  reality.   We  have  done  this  since  our  creation  by 
Congress  in  1970  by  operating  as  a  secondary  market  entity,  purchasing  mortgages 
from  primary  lenders  and  packaging  most  of  those  mortgages  into  securities  that  we 
sell  to  investors.   We  also  hold  a  portion  of  the  loans  we  purchase  in  portfolio,  which 
we  finance  with  debt.   In  this  way  we  help  provide  a  stable  and  reliable  source  of 
mortgage  credit  for  America's  homebuyers. 

Freddie  Mac  uses  financial  derivative  products  as  an  end-user  to  manage  the  risks  that 
we  face  during  the  course  of  our  day-to-day  operations  lo  fulfill  our  corporate  mission. 
We  do  not  use  financial  derivatives  for  speculative  purposes. 

Question  1:   Overview  of  Freddie  Mac's  Use  of  Derivative  Products 

Although  it  is  difficuh  to  generalize  about  this  market,  given  the  diversity  of  the 
financial  products  and  market  participants  involved,  we  understand  the  term  "financial 
derivatives"  to  mean  financial  instruments  whose  value  depends  on  (or  is  "derived" 
from)  an  underlying  asset,  reference  rate  or  index.   These  derivatives  encompass 
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exchange-traded  and  over-the-counter  financial  products  commonly  referred  to  as 
forwards,  futures,  options  and  swaps.'     Although  the  derivatives  market  itself  is 
complex,  some  derivative  products  are  relatively  standardized  and  straightforward  in 
structure  and  risk,  and  are  bought  and  sold  in  fairly  well-developed  markets.    Others 
are  exceedingly  complicated,  exotic  and  customized  products,  with  high  volatility, 
limited  liquidity  and  high  risk. 

Freddie  Mac's  involvement  with  financial  derivatives  is  limited  to  the  straightforward 
category  of  products,  such  as  interest-rate  swaps.   In  a  typical  swap  agreement  entered 
into  by  Freddie  Mac,  the  contracting  parties  (often  referred  to  as  "counterparties") 
agree  to  exchange  a  stream  of  payments  based  on  a  notional  principal  amount  over  a 
fixed  period  of  time.   The  notional  principal  amount  is  not  exchanged  and  is  not 
indicative  of  the  risk  of  the  transaction  or  the  exposure  to  the  counterparties.   The 
most  common  of  these  swaps  is  an  interest-rate  swap,  where  floating  interest-rate  and 
fixed  interest-rate  payments  are  exchanged.    Other  types  of  swaps  include  floating-rate 
for  floating-rate  payments  based  on  different  indexes  ("basis  swaps");  the  payment  of 
an  initial  amount  in  exchange  for  the  right  to  receive  payments  should  interest  rates 
exceed  a  set  level,  fall  below  a  set  level  or  both  ("caps,"  "floors"  or  "collars");  or  a 
right  to  enter  into  a  swap  on  certain  terms  in  the  future  ("swaptions"). 

Freddie  Mac  uses  interest-rate  swaps  as  an  important  asset/liability  management  tool. 
Freddie  Mac  often  enters  into  a  swap  in  conjunction  with  the  issuance  of  debt  in  order 
to  reduce  financing  costs.   For  example,  Freddie  Mac  might  issue  floating-rate  debt  in 
conjunction  with  a  floating-rate  for  fixed-rate  swap  agreement.    Our  counterparty 
would  then  make  the  floating-rate  payments,  and  Freddie  Mac  would  make  fixed-rate 
payments  at  the  rate  specified  in  the  swap  agreement.    The  swap  would  enable  Freddie 
Mac  to  raise  capital  and  pay  a  lower  fixed  rate  than  would  be  otherwise  available. 
This  in  turn  reduces  costs  to  homebuyers  and  renters.   Freddie  Mac  might  also  enter 


'    For  purposes  of  responding  to  your  inquiry,  we  have  distinguished  between  these  financial 
products  and  certain  forms  of  mortgage-related  securities  (sometimes  called  "derivative  mortgage 
securities'),  and  the  purchase  and  sale  of  mortgage  securities  on  a  delayed  delivery  basis  (sometimes 
called  "forward  contracts"),  each  of  which  is  regulated  under  the  Government  Securities  Act  of  1986 
and  the  recently  enacted  amendments  to  that  Act.    Freddie  Mac  finances  purchases  of  mortgages  by 
selling  securities  backed  by  those  mortgages.    Some  of  these  securities  are  multiclass  Real  Estate 
Mortgage  Investment  Conduit  ("REMIC")  securities,  backed  by  other  mortgage  securities.    For  Freddie 
Mac  as  an  issuer,  these  multiclass  mortgage  securities  do  not  present  risks  beyond  those  that  we  face  in 
issuing  single-class  mortgage-backed  securities,  that  is,  the  risk  that  the  borrower  will  not  repay  the 
mortgage.    Similarly,  the  market  for  the  sale  of  mortgages  to  Freddie  Mac  and  the  sale  of  securities 
backed  by  such  mortgages  is  essentially  a  "forward"  market  in  which  Freddie  Mac  participates  daily  as 
an  essential  part  of  our  function  to  link  the  mortgage  market  and  the  capital  market.    Accordingly, 
mortgage-related  securities  and  contracts  for  their  purchase  and  sale  are  not  the  focus  of  this  discussion. 
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into  a  swap  as  part  of  a  "hedge"  to  change  the  corporation's  interest-rate  risk 
exposure.    In  each  case,  Freddie  Mac's  goal  is  to  manage  the  risks  —  primarily 
interest-rate  risk  —  that  we  face  during  the  normal  course  of  business.   Freddie  Mac 
does  not  participate  in  the  financial  derivatives  market  as  a  dealer  or  intermediary 
making  a  market  or  earning  fees.   Rather,  we  are  an  end-user  of  these  products, 
which  we  use  to  manage  our  own  portfolio  of  assets  and  liabilities. 

Question  2:    Risks  and  Risk  Management 

Although  we  use  swaps  to  reduce  our  overall  risk  profile,  we  recognize  that  certain 
features  of  these  products  pose  risks  of  their  own  that  must  be  managed  carefully.   It 
is  important  to  note  that  these  risks  are  not  unique  to  Freddie  Mac,  or  even  to  the 
market  for  derivative  products,  but  are  faced  by  all  participants  in  this  market  and 
other  fmancial  markets  as  well.   The  basis  of  sound  risk  management  of  derivative 
activities  is  similar  to  that  of  other  activities:   a  strong  management  and  control  system 
operating  under  prudent  policies  reviewed  and  approved  by  senior  management  and,  as 
appropriate,  the  Board  of  Directors.    Some  of  the  risks  associated  with  derivative 
products  ~  and  the  ways  Freddie  Mac  manages  those  risks  —  are  described  below. 

Credit  risk  is  the  risk  that  the  counterparty  will  default  on  the  swap  contract. 
To  manage  credit  risk,  Freddie  Mac  routinely  uses  credit  supports,  such  as 
collateral  pledge  agreements  and  guarantees.   In  cases  where  credit  support  is 
required  by  Freddie  Mac,  swaps  are  regularly  marked  to  market  and  any 
collateral  posted  by  a  counterparty  serves  as  insurance  against  the  cost  of  a 
default  by  that  counterparty.   To  further  reduce  our  exposure  to  credit  risk, 
Freddie  Mac  will  only  enter  into  swaps  with  weU-capitaUzed  counterparties. 

Interest-rate  risk  is  the  exposure  to  adverse  changes  in  the  value  of  a  swap 
position  due  to  interest-rate  movements.   Although  swap  positions  are  interest- 
rate  sensitive,  these  positions  are  used  to  offset  interest-rate  risk  in  other  areas 
of  our  portfolio,  reducing  the  overall  interest-rate  risk  to  the  corporation. 

Operations  risk  is  faced  by  any  firm  that  uses  swaps  to  manage  risk.   The 
operational  requirements  of  the  prudent  use  of  derivatives  are  substantial.   For 
example,  payments  are  due  to  and  from  Freddie  Mac  at  different  times,  and 
are  based  on  a  variety  of  indexes  and  calculations.   These  payment  amounts 
must  be  confirmed  at  time  of  payment  or  receipt,  and  bookkeeping  and 
accounting  records  must  be  maintained.   It  is  essential  that  we  are  able  to 
process  all  these  elements  accurately  and  in  a  timely  fashion.   Freddie  Mac 
controls  operations  risk  through  staff  training,  hands-on  management  oversight 
and  internal  audit  review  of  our  derivatives  activities.   Furthermore,  although 
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the  operational  requirements  of  derivatives  activities  are  complex,  the 
mechanics  of  making  fixed-  and  floating-rate  payments  are  well  established  at 
Freddie  Mac.   As  a  result,  our  operations  regarding  derivatives  transactions 
rest  on  a  solid  foundation. 

Legal  risk  associated  with  conducting  swap  transactions  relates  to  the 
enforceability  of  the  agreement  in  the  case  of  counterparty  default.   Freddie 
Mac  manages  legal  risk  in  a  number  of  ways.   Freddie  Mac  carefully 
documents  our  participation  in  swaps,  with  each  counterparty  and  for  each 
individual  transaction.   We  use  industry-standard  International  Swaps  and 
Derivatives  Association  ("ISDA")  master  agreements  and  individually 
negotiated  schedules,  security  agreements  and  guarantees.   These  industry- 
standard  agreements  contain,  among  other  things,  representations  regarding 
legal  enforceability  and  remedy  provisions  regarding  netting  that  provide 
protection  to  Freddie  Mac  in  the  case  of  counteiparty  default  and  insolvency, 
allowing  Freddie  Mac  to  settle  all  swap  agreements  with  that  counterparty  on  a 
net  obligation  basis.   We  also  enter  into  transactional  confirmations  with  each 
counterparty  for  each  transaction,  to  ensure  the  accurate  recording  of  its  terms. 

Question  3:   Speculation 

Freddie  Mac  does  not  use  financial  derivatives  for  speculative  puiposes.   As  discussed 
above,  Freddie  Mac  uses  financial  derivatives  (primarily  interest-rate  swaps)  as  an 
integral  part  of  our  overall  asset/liability  management  to  limit  interest-rate  risk  and 
reduce  financing  costs.   In  addition,  Freddie  Mac  engages  in  these  activities  as  an  end- 
user  of  derivatives  for  our  own  account,  in  support  of  our  corporate  mission,  and  not 
as  a  dealer  or  financial  intermediary  in  pursuit  of  trading  profits. 

Conclusion 

As  you  are  aware,  the  Housing  and  Community  Development  Act  of  1992  (PL  102- 
550)  established  progressive  and  stringent  capital  standards  for  Freddie  Mac  and 
Fannie  Mae  that  include  requirements  for  capitalization  against  off-balance  sheet 
assets,  including  derivatives.    As  part  of  the  initial  Capital  Classification  required  by 
that  Act,  the  Director  of  the  Office  of  Federal  Housing  Enterprise  Oversight  ("the 
Director")  requested  information  about  our  use  of  derivative  instruments.    Enclosed  is 
our  response  to  the  Director  on  this  subject. 

In  conclusion,  let  me  emphasize  that  the  carefully  controlled  use  of  derivatives  can 
minimize  the  overall  risk  that  a  fmancial  services  company  faces,  although  the 
instruments  themselves  can  present  risks.    Freddie  Mac  uses  derivative  products  as 
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part  of  our  overall  asset/liability  management  process,  and  manages  that  process  with 
internal  policies,  procedures  and  systems.   By  prudently  managing  the  risks  we  face, 
we  strengthen  our  ability  to  provide  stable,  reliable,  low-cost  mortgage  credit  to 
America's  homebuyers. 

I  am  pleased  to  respond  to  your  inquiry  on  this  topic  of  great  importance  to  the 
financial  markets.   If  you  would  like  to  discuss  these  issues  further  please  feel  free  to 
call  me. 

Sincerely, 


Leland  C.  Brendsel 
Enclosure 
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August  27,  1993 

The  Honorable  Aida  Alvarez 

Director 

Office  of  Federal  Housing  Enterprise  Ovenight 

Department  of  Housing  &.  Uiban  Development 

Washington,  D.C. 

Dear  Director  Alvarez: 

Thank  you  for  your  August  24,  1993  request  for  additional  information  ctmcerning 
Freddie  Mac's  initial  capital  classification.  I  hope  that  the  following  information  is 
fully  responsive. 

1.  Summary  information  about  interest-rate  and  foreign-exduuige  rate 
contracts  (Including  the  mark-to-market  Taiues  of  contracts,  where 
positiTc). 

Freddie  Mac  does  not  have  any  foreign  exchange-rate  contracts.  The  attached  chart 
provides  summary  information  about  interest-rate  contracts,  including  the  mark-to- 
market  values  of  Oe  contracts.  As  you  can  see  from  this  chart,  no  matter  whether  the 
'obligation*  is  defined  as  the  positive  market  value  of  $37.5  million,  the  negative 
market  value  of  S70.2  million,  or  the  net  market  value  of  negative  $32.7  million,  the 
resulting  capital  charge  will  be  small  relative  to  our  calculated  surplus.   For  each 
swap  counterparty,  the  agreements  allow  for  netting,  although  we  are  unclear  as  to 
wh<^er  the  netting  arrangements  would  satisfy  the  requirements  of  12  C.F.R.  Pan 
208,  Appendix  A,  {  m.E.5. 

2.  Information  concerning  the  risk-weight  categories  appropriate  to  the 
counterparties. 

The  attached  chart  includes  a  listing  of  the  counterparties  to  our  interest-iate 
contracu.  Two  of  the  seven  counterparties  are  federally  insured  U.S.  depository 
institutions;  both  short-term  and  long-term  claims  on  such  institutions  appear  to  fall 
into  the  20  percent  risk-weight  category  (12  C.F.R.  Fart  208,  Appendix  A, 
S  in.A.2.).  The  remaining  institutions  appear  to  fall  into  the  ICiO-percent  risk-weight 
category  (12  C.F.R.  Part  208,  Appendix  A.  {  in.A.4.). 

3.  Information  concerning  the  nature  of  any  related  collateral  or  gnarantffi. 

The  $9. 1  billion  in  interest-rate  swaps  (notional  value)  outstanding  as  of  June  30, 
1993,  is  backed  by  approximately  $15.7  million  in  collateral.   Only  high  quality, 
marketable  securities  are  eligible  collateral.   Specifically,  cash,  Treasury  securities, 
agency  securities,  and  commercial  paper  rated  at  least  A-1  by  Standard  and  Poon  and 
P-1  by  Moody's  are  eligible.  As  of  today,  72  percent  of  the  outstanding  collateral  is 
Treasury  notes  and  28  percent  is  Ginnie  Mae  securities.  Gaims  secured  by  this 
collateral  fall  into  the  20-percent  risk-weight  category  (12  C.F.R.  Part  208,  Appendix 
A.  S  in.B.l.). 
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There  are  no  third-party  guarantees  outstanding  in  connection  with  our  interest-rate 
contracts. 

I  would  like  to  reemphasize  one  general  point  about  interest-rate  contracts  from  my 
letter  of  July  30,  1993.  The  approach  used  in  diat  letter  of  applying  a  0.05  percent 
capital  requirement  to  such  contracts  is  extremely  conservative  relative  to  die  Federal 
Reserve's  risk-based  capital  regulations  because  the  Federal  Reserve  treats  interest- 
rate  swaps  newly  issued  by  commercial  banks  as  one  one-hundredth  as  risky  as  single- 
family  mortgages.   The  0.05  percent  suggested  in  my  letter  treats  such  swaps  as  one- 
eighth  as  risky  as  single-family  mortgages.   We  believe  that  a  more  detailed  analysis 
incorporating  the  above  information  would  result  in  a  lower  capital  requirement 

4.  Information  on  multifamily  credit  supports. 
Freddie  Mac  has  no  multifamily  credit  supports  outstanding. 

5.  F\irther  information  on  'sold  portfolio  remittances  pending." 

'Sold  portfolio  remittances  pending*  arise  from  our  accounting  cycle.   Once  payments 
of  mortgage  principal  have  been  received  by  the  servicer  and  placed  in  custodial 
accounts  on  our  behalf,  we  reduce  the  reported  amount  of  the  mortgage-backed 
securities,  or  'sold  portfoUo.  *  We  are,  of  course,  obligated  to  pass  these  payments 
on  to  mortgage-backed  security  investors  and  therefore  have  included  such  amounts  in 
our  required  minimum  capital  computation.   Because  these  funds  are  sitting  in  well 
capitalized  financial  institutions  for  only  a  few  days,  a  strong  case  could  be  made  that 
the  applicable  coital  requirement  should  be  significantly  lower  than  that  for 
mortgage-backed  securities,  because  the  collateral  associated  with  that  obligation,  the 
individual  mortgages,  entails  more  credit  hsk.   For  purposes  of  initially  suggesting 
the  overall  capital  classification,  however,  and  until  a  more  definitive  measurement  is 
developed,  we  chose  the  conservative  approach  of  using  the  same  capital  requirement 
that  applies  to  mortgage-backed  securities. 
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As  reflected  in  the  above  re^xmses,  your  request  relates  principally  to  Section 
1362(b)(3)  of  the  Federal  Housing  Enterprises  Financial  Safety  and  Soundness  Act  of 
1992  (FHEFSSA).  As  I  mentioned  in  my  letter  of  July  30,  this  section  of  FHEFSSA 
needs  to  be  clarified  by  regulation.   Spedfically,  both  the  definition  of  off-balance 
sheet  obligations  and  the  appropriate  capital  charge  for  these  obligations  need  to  be 
spedfiaiJ 

In  the  absence  of  specific  regulations,  we  took  a  conservative  approach  and  fstimatwl 
our  capital  surplus  to  be  $531  million  as  of  June  30,  1993.   In  light  of  the  size  of  this 
surplus,  I  believe  that  the  matters  identified  in  your  letter  have  a  small  effect  on  the 
capital  requirement,  and  should  not  affect  the  overall  classification. 

In  this  connection,  I  would  think  that  the  matters  raised  in  your  letter  need  not  delay 
your  initial  classification  of  Freddie  Mac's  capital  adequacy  because  none  of  these 
matters  is  material  in  relation  to  a  capital  surplus  of  $531  million.  As  I  understand  it, 
while  §  1362  of  FHEFSSA  requires  OFHEO  to  classify  Freddie  Mac's  capital 
condition,  nothing  in  FHEFSSA  compels  OFHEO  to  compute  or  release  a  precise 
figure  for  Freddie  Mac's  capital  surplus.   Once  OFHEO  satisfies  itself  that  Freddie 
Mac's  capital  meets  the  statutory  requirement,  OFHEO  has  satisfied  its  samtory  duty. 
Indeed,  Freddie  Mac  would  prefer  that  no  such  figure  be  released  by  OFHEO  until 


'While  the  framework  outlined  in  12  C.F.R.  Part  208,  Appendix  A  may  prove  a 
usefiil  starting  point  for  identifying  issues  in  this  transition  period,  we  would  like  to  point 
out  that  there  are  certain  fundamental  differences  between  FHEFSSA  and  banking 
regulations.  In  particular.  Section  1362(b)(3)  refen  to  'obligations"  which  would  seem 
to  suggest  a  liability  approach,  as  opposed  to  the  asset-based  approach  that  is  applied  in 
the  banking  regulatory  scheme.  Moreover,  FHEFSSA  requires  that  the  capital 
requirement  be  set  relative  to  the  risks  presented  by  mortgage-backed  securities,  whereas 
the  banking  regulations  establish  a  capital  requirement  relative  to  an  8-percent 
benchmark.  These  problems  illustrate  the  difficulties  of  applying  a  regulatory  scheme 
designed  for  one  set  of  institutions  (banks)  to  another  set  of  institutions  (the  housing 
enterprises).  While  we  understand  that  the  necessity  for  quick  action  to  meet  the  initial 
classification  deadline  has  impelled  your  reference  to  bank  regulations,  we  trust  that  this 
is  a  temporary  measure.  We  look  forward  to  working  with  OFHEO  to  develop 
OFHEO's  own  regulations  that  will  be  adapted  more  spedfically  to  the  enterprises' 
business  and  relevant  legislation. 
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the  definitional  matters  discussed  in  this  letter  can  be  resolved  in  the  feg:ulatory 
process.  Therefore,  it  is  not  necessary  to  reach  definitive  conclusions,  at  this  time, 
on  all  issues  that  might  affect  the  precise  calculation  of  the  capital  requiremenL 

I  trust  this  information  re^xmds  fully  to  your  request  If  you  need  any  additional 
informatirai  or  clarification,  please  contact  me. 


Sincerely, 


"^ 


John  Gibbons 

Acting  Chief  Financial  Officer 


cc:  David  Pearl 
Attachment   - 
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This  study  was  conducted  by  the  Federal  Reserve 
Board,  the  Federal  Deposit  Insurance  Corporation,  and  the  Office 
of  the  Comptroller  of  the  Currency  (the  "banking  agencies")  in 
response  to  questions  raised  by  Senator  Riegle  in  letters  to  the 
agencies  dated  September  29,  1992.   Pursuant  to  the  Senator's 
request,  the  scope  of  this  study  has  not  been  confined  to  the 
specific  questions  asked.   Rather,  the  study  takes  a  somewhat 
broader  approach  in  discussing  the  various  issues  raised.   Care 
has  been  taken  to  address  each  of  the  specific  questions  asked 
by  Senator  Riegle.   Appendix  1  cross-references  the  Senator's 
specific  questions  to  the  appropriate  sections  of  this  study. 

The  study  consists  of  three  sections.   Section  I 
delineates  a  set  of  instruments  that  defines  derivatives  for  the 
purposes  of  this  study.   It  also  describes  the  nature  and 
motivation  of  various  participants,  and  identifies  and  evaluates 
the  manner  in  which  derivatives  transactions  are  initiated. 
Section  II  identifies  the  various  risks  associated  with 
derivative  products.   Section  III  discusses  banking  supervision 
and  payment  system  policies  desicyned  to  limit  the  risks  to 
individual  banking  organizations  and  the  entire  banking  system. 
Appendix  IX  provides  some  data  on  the  level  of  derivative 
activity,  and  Appendix  III  is  a  glossary  of  terms  used  in  this 
study. 
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I.    Introduction  to  Derivative  Products. 

Broadly  defined,  a  derivative  is  a  financial  contract 
whose  value  depends  on  the  values  of  one  or  more  underlying 
assets  or  indexes  of  asset  values.   Under  this  broad  definition, 
instruments  such  as  mortgage-backed  securities  and 
collateralized  mortgage  obligations  could  be  classified  as 
derivative  products.   However,  the  banking  agencies  generally 
use  the  term  "derivative  products"  to  refer  to  financial 
contracts  such  as  forwards,  futjres,  forward  rate  agreements 
(FRAs) ,  swaps,  options,  and  caps/ floors/collars,  whose  primary 
purpose  is  to  transfer  price  risks  associated  with  fluctuations 
in  asset  values  rather  than  to  borrow  and  lend  funds. 
Derivative  instruments  can  be  divided  into  categories  based  on 
the  nature  of  the  underlying  assets  or  indexes  that  determine 
the  contract's  value.   Most  instruments  fall  into  one  of  the 
following  four  categories: 

Foreign  Exchange  Contracts. 

•  Interest  Rate  Contracts. 

•  commoditv  Contracts. 
Equity  Contracts. 

While  some  derivative  transactions  have  very  complex 
structures,  all  of  then  can  be  divided  into  the  basic  building 
blocks  of  options,  forward  contracts,  or  some  combination 
thereof.   Moreover,  derivatives  can  be  analyzed  much  like 
traditional  financial  products,  that  is,  in  terms  of  the 
structure  of  cash  flows  and  the  underlying  index  or  asset  value. 
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Derivatives  are  used  as  risk  management  tools  and  as  a 
source  of  revenue.   From  a  risk  mariagement  perspective,  when 
used  prudently,  derivatives  can  offer  managers  efficient  and 
effective  methods  for  reducing  certain  risks  through  hedging. 
Generally,  hedging  is  the  process  of  taking  a  position  in  an 
instrument  that  produces  a  price  movement  which  is  opposite  to 
an  existing  or  anticipated  position,  with  the  goal  of  protecting 
that  existing  or  anticipated  position  against  loss  due  to 
fluctuations  in  prices,  interest  rates  or  exchange  rates. 
Derivatives  may  also  serve  as  direct  sources  of  revenue  through 
"market-making"  functions,  speculation,  and  risk  arbitrage. 
"Market-makers"  enter  into  transactions  with  customers  and  with 
other  market-makers.   They  seek  to  profit  by  maintaining  a 
generally  balanced  portfolio  from  which  they  expect  to  earn  a 
bid/offer  spread.   Speculators,  on  the  other  hand,  hope  to 
profit  by  accepting  the  risk  that  stems  from  taking  outright 
positions  in  anticipation  of  price  movements.   Obviously,  such 
risks  offer  the  opportunity  for  large  gains  as  well  as  the 
possibility  for  large  losses.   Arbitragers  also  attempt  to  take 
advantage  of  price  Bovements,  but  focus  their  efforts  on  trying 
to  profit  from  small  discrepancies  in  price  zunong  similar 
instruaents  in  different  narkets.   By  simultaneously  buying  and 
selling  different  instruments,  they  seek  to  capitalize  on  market 
inefficiencies  while  controlling  price  risk. 
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Markets  for  Derivative  Products.   Derivative  contracts  are 
entered  into  throughout  the  world  on  organized  exchanges'  and 
through  over-the-counter  (OTC)  arrangements. 

There  are  several  fundamental  differences  between  the 
exchange  and  OTC  derivative  markets.   Exchange-traded  contracts 
are  standardized  as  to  maturity,  contract  size,  and  delivery 
terns,  whereas  OTC  contracts  are  custom  tailored  to  the  client's 
needs  and  often  specify  commodities  or  instruments  and 
maturities  that  are  not  offered  on  any  exchange.   OTC  markets 
involve  customized  derivative  products  in  which  the  parties 
negotiate  all  details  of  the  transactions  or  agree  to  certain 
simplifying  market  conventions.   In  most  cases,  the  terms  are 
negotiated  over  the  telephone  and  finalized  in  writing.   OTC 
transactions  occur  among  market-makers  and  between  market-makers 
and  their  customers. 

Another  important  distinction  between  exchange-traded 
and  OTC  contracts  is  that  the  exchange  or  a  related  clearing 
organization  "guarantees"  performance  on  the  contract  by 
interposing  itself  as  the  buyer  to  every  seller  and  the  seller 
to  every  buyer.   The  clearing  organization  typically  seeks  to 
ensure  its  own  financial  integrity  through  creation  of  a  risk 
Banageaent  systea,  frtiose  elements  include  membership 
requireaents,  daily  luirking-to-Barket  of  contract  values  and 


^Examples  of  exchanges  include  the  American  Stock  Exchange, 
the  Philadelphia  Stock  Exchange,  the  Chicago  Mercantile  Exchange, 
the  Chicago  Board  Options  Exchange,  and  the  Chicago  Board  of  Trade 
in  the  U.S.;  the  London  International  Financial  Futures  Exchange; 
and  the  Tokyo  Financial  Futures  Exchange. 
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some  form  of  margin  requirements.   With  the  clearing 

organization  guaranteeing  contract  performance,  price  and 

maturity  are  the  factors  in  determining  a  trade.   In  contrast, 

market  participants  in  the  OTC  market  select  their  counterparty 

bilaterally  based  on  credit-worthiness  and  other  factors  in 

addition  to  price.   If  necessary,  the  parties  to  a  derivatives 

contract  in  the  OTC  market  make  their  own  arrangements  for 

assuring  the  contract's  performance.   Such  arrangements  can 

include  the  collateralization  of  transactions,  and  the  use  of 

legally  enforceable  netting  agreements.   Rigorous  credit 

analysis  of  prospective  and  existing  counterparties  is  essential 

in  OTC  transactions.   The  most  common  OTC  derivative  instruments 

are: 

Foreign  Exchange  Contracts:   Forward  Contracts, 
Options,  and  Currency  Swaps. 

Interest  Rate  Contracts:   Forward  Rate  Agreements 
(FRAs) ,  Interest  Rate  Swaps,  and  Interest  Rate 
Caps/Floo£s/ Collars. 

Commodity  Contracts:   Precious  Metals  and  Oil  Swaps. 

Equity  Contracts:   Equity-Indexed  Options  and  Swaps. 

Nature  and  Motivation  of  Participants.   There  are  at  least  two 
broad  categories  of  participants  in  the  derivative  markets:  "end 
users"  and  "interaediarles"  (or  "dealers") .   In  principle,  Uiese 
two  classes  of  participants  are  distinguisheUsle  by  their 
motivations.   In  practice,  some  participants  act  in  both 
capacities. 
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End  users  typically  enter  into  derivatives 
transactions  for  a  variety  of  reasons:   to  reduce  financing 
costs;  to  increase  the  yield  of  certain  assets;  to  hedge 
interest  rate,  currency,  commodity,  or  equity  exposure  generated 
by  the  structure  of  the  enterprise's  normal  business;  to 
implement  short-term  asset  lizUiility  management  strategies 
taking  into  consideration  accounting  conventions  and  capital 
regulations;  or  to  speculate  on  anticipated  market  movements. 

A  vide  variety  of  business  enterprises  are  end  users. 
They  include,  but  are  not  limited  to,  banks,,  corporations, 
savings  associations,  insurance  companies,  institutional 
investors  (pension  funds,  mutual  funds,  etc.),  government 
agencies,  and  international  agencies. 

Intermediaries,  which  are  sometimes  referred  to  as 
"dealers,"  cater  to  the  needs  of  end  users  by  "making  markets" 
in  OTC  derivative  instruments.   In  doing  so,  they  expect  to 
generate  income  from  transaction  fees,  bid-off <.r  spreads,  and 
their  own  trading  positions.   Some  "market  making"  activities  of 
intermediaries  involve  compensation  on  a  fee  basis.   However, 
for  Bost  transactions  no  fee  is  charged.   Rather,  compensation 
is  earned  by  arrimging  the  transaction  so  that  one  party  to  the 
contract  (i.e.  the  "seller")  receives  an  amount  slightly  less 
than  that  paid  by  the  other  party  (i.e.  the  "buyer").   This 
difference  between  the  payments  of  the  two  parties  is  termed  the 
bid-offer  spread.   For  example,  a  dealer  may  arrange  a  swap 
whereby  one  party  pays  a  fixed  rate  of  8.05  percent,  and  the 
other  party  receives  a  fixed  rate  of  8.00  percent.   The  0.05 
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percent  difference  is  the  bid-offer  spread  the  intermediary 
receives. 

Inteimediaries  typically  act  as  counterparty  to  end 
users  rather  than  functioning  purely  as  an  agent  or  broker.   As 
a  result,  intermediaries  may  build  up  sizable  positions  which 
they  then  may  seek  to  hedge  by  entering  into  OTC  derivative 
contracts,  by  taking  positions  in  the  cash  markets,  or  by  using 
exchange-traded  instruments.   Intermediaries  can  also  enter  into 
derivative  contracts  to  hedge  or  "square"  positions  on  their  ovm 
balance  sheets.  / 

Another  source  of  income  for  intermediaries  is  trading 
profits.   Such  income  can  stem  from  taking  outright  positions  in 
anticipation  of  market  moves.   They  can  also  take  the  form  of 
spread  trading  and  risk  arbitrage  where  the  trader  attempts  to 
take  advantage  of  small  transitory  discrepancies  in  the  values 
of  similar  instruments  across  markets. 

Important  intermediaries,  or  derivatives  dealers, 
include  major  ban]cs  and  securities  firms  in  the  United  States, 
the  United  Kingdom,  Japan,  France  and  Switzerland.   As 
intermediaries,  banlcs  have  traditionally  offered  foreign 
exchange  and  interest  rate  risk  management  products  to  their 
customers  and  generally  view  derivative  products  as  a  financial 
risk  management  service.   By  tailoring  these  transactions  to 
their  customers*  needs,  banks  are  able  to  offer  more  flexibility 
than  is  available  using  exchange-traded  derivatives, 
particularly  for  hedging  longer-term  positions. 
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Data  on  the  notional  value  of  derivative  contracts 
indicate  that,  for  U.S.  banks,  most  of  the  volume  in  derivative 
products  is  heavily  concentrated  at  a  few  large  institutions 
that  are  among  the  most  active  intermediaries  in  the  OTC 
derivative  markets  (Exhibit  1) .   The  concentration  of  derivative 
activity  among  large  banks  has  been  relatively  stable  over  the 
past  several  years.   On  an  aggregate  basis,  bank  holding 
companies  with  less  than  $10  billion  in  assets,  have  shown  no 
appreciable  increase  in  the  relative  volume  of  their  derivative 
holdings  since  the  banking  agencies  began  collecting 
comprehensive  data  in  1990.   These  small  and  regional  banking 
institutions  are  primarily  end  users  who  generally  use 
derivatives  to  manage  risks  arising  from  their  traditional 
lending  activities. 

The  notional  amounts  presented  in  Exhibit  1  represent 
the  principal  amounts  of  the  underlying  asset  or  assets  to  which 
the  values  of  the  derivative  contracts  are  indexed.   They  are 
the  hypothetical  amounts  used  to  calculate  contract  cash  flows 
and  are  generally  never  actually  paid  or  received.   Accordingly, 
the  notional  value  of  a  derivative  contract  is  not  a  useful 
measure  of  credit  exposure.  That  exposure  generally  amounts  to 
only  a  small  fraction,  say  two  to  three  percent,  of  notional 
value.   For  example,  the  notional  principal  zuoount  of  an 
interest  rate  swap  is  the  hypothetical  basis  used  to  calculate 
the  periodic  interest  rate  payments  of  the  swap.   The  fixed  and 
floating  interest  rates  are  multiplied  by  the  notional  value  to 
determine  the  amount  of  each  payment.   In  this  case,  the 
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replacement  cost  or  the  positive  market  value  (if  any)  of  the 
swap  is  the  preferred  measure  for  assessing  the  amount  of  credit 
exposure  if  the  counterparty  to  the  agreement  defaults.   The 
market  value  of  a  derivative  contract  is  determined  by 
calculating  the  present  value  of  all  expected  future  cash  flows 
of  the  contract.   Since  the  expected  cash  flows  are  just  a 
fraction  of  the  hypothetical  notional  amount,  the  market  value 
or  replacement  cost  is  only  a  small  fraction  of  that  amount. 
Available  replacement  cost  data  (Exhibit  2)  reinforce  the  point 
that  derivative  activity  is  highly  concentrated  at  a  few  large 
institutions. 
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Exhibit  1 


Volume  and  Growth  of  Derivative  Activities 

at  U.S.  Bank  Holding  Companies 

(By  asset  size  of  company) 


Derivative  Activity 

September  1990 

June  1992 

Total 
Volume* 

Percent  of  Volume 

Total 
Volume* 

Percent  of  Volume 

BHa 
>$10 
Billion 

BHa 

<$10 

Billion 

BHa 
>$10 
Billion 

BHa 
<$10 
Billion 

Interetf  Rmc  Swaps 

Interest  Rate  Opticas 

Foreign  Exchange  Options 
Commodity  Swap 
Commodity  Options 
Commodity  FWures/Forwards 

1,625.1 

98J8 

1.42 

U893.4 

9821 

L79 

972.8 

99.27 

0.73 

U45.8 

98.78 

1.22 

6992 

98.92 

LOS 

923.1 

98.95 

1.05 

267.1 

99.98 

0.02 

3053 

99.95 

0.05 

482S 

99.98 

0J32 

465.6 

99.93 

0.07 

3J 

98.70 

UO 

143 

lOOXW 

0.00 

40.7 

99.84 

0.16 

615 

97.69 

231 

30J 

99j62 

038 

20.6 

99.17 

0.86 

*  Notional  Values  in  Billions  of  Dollars  (See  discussion  of  notional  values  in  text) 
Source:  Quarterly  dau  FR  Y-9C 
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Exhibit  2 

Largest  Replacement  Cost  Credit  Exposures' 
at  U.S.  Bank  Holding  Companies^  September  1992 


All  Contracts 

Interest  Rate 
Contracts' 

Exchange  Rale 
ConUaos" 

Company 

S  Billions 

Percent  of 

Total 

Assets 

S  Billions 

Percent  of 

Notional 

Amount 

$  Billions 

Percent  of 

Notional 

Amount 

1 

Gticoq) 

30.2 

U.5 

6.8 

IJ 

23.4 

2.7 

2 

Chemical 

27.4 

19.7 

9^ 

13 

17.9 

33 

3 

J. P.  Morgan 

27.1 

23.0 

11.6 

22 

15.5 

3.7 

4 

Bankers  Trust 

24.7 

33.4 

13 

12 

17J 

4.5 

5 

BankAmerica 

22.4 

12.0 

6.7 

2-5 

15.7 

4J0 

6 

Chase  Manhattan 

21.7 

22J 

5.8 

1.7 

15.9 

32 

7 

First  Chicago 

10.9 

22.2 

13 

1.4 

8.7 

3£ 

8 

Continental  Bank 

14 

10.5 

1.6 

2.1 

OA 

2.9 

9 

Bank  of  New  York 

2.2 

5.1 

OS 

1.9 

1.7 

3.4 

10 

Bank  of  Boston 

1.0 

32 

0.4 

2-5 

0.6 

4.0 

Totab 

1 

10  Companies 

170.0 

173 

52J 

1.8 

117.7 

3.4 

AD  Other  Large  BHCs 

8J 

0.5 

6.9 

32 

13 

3.0 

L   Replacement  cost  basis  (positive  values  only).   Ezchides  futures  contracts. 

2.  Companies  with  $1  biUioo  or  more  in  total  assets. 

3.  Exposures  are  measured  grots,  except  where  individual  contracts  are  netted  bilaterally  throu^ 
e.g.,  foreign  rxfhangr  contracts  neaed  under  FXNET  agreement. 

4.  Fxchides  cotitractt  with  original  maturities  of  14  days  or  less. 

Source:  FR  Y-9C 


novation. 
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II-   Rislcs  Arising  froa  Darivative  Product  Transactions. 

In  many  ways  the  risks  associated  with  derivative 
instruments  are  the  same  types  of  risks  banking  institutions  face 
daily  in  their  lending,  treasury  and  trading  functions.   These 
include  counterparty  credit  risk,  market  risk,  settlement  risk, 
operating  risk,  market  liquidity  risk,  legal  risk,  and  aggregate 
or  interconnection  risk.   Derivatives  merely  repackage  these 
risks  in  different  combinations  that,  in  comparison  to 
traditional  bank  instruments  or  products,  can  be  quite  complex. 
/s  a  result,  some  derivatives  nay  require  different  risk 
measurement  methodologies  and  require  stronger  risk  control  and 
management  systems. 

Counterparty  Credit  Risk.   Counterparty  credit  risk  is  the  risk 
of  loss  in  the  event  the  counterparty  to  a  transaction  defaults, 
or  otherwise  fails  to  perform  under  the  terms  of  a  contract. 
Once  the  amount  of  credit  exposure  is  estimated,  it  can  be 
evaluated  and  controlled  through  traditional  methods  of  assessing 
the  credit-worthiness  of  a  counterparty. 

For  derivative  transactions  involving  firm  commitments 
(forwards,  FRA's,  futures  and  swaps),  credit  exposure  to  the 
default  of  a  counterparty  zunounts  to  the  positive  value  or 
current  replacement  cost  of  the  contract.   As  discussed  earlier, 
replacement  cost  differs  from  the  notional  principal  of  a 
contract,  which  is  usually  merely  the  hypothetical  basis  on  which 
payments  to  be  exchanged  are  calculated  rather  than  an  amount 
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actually  to  be  exchanged.  The  replacement  cost  or  positive  value 
of  a  contract  is  derived  from  differences  in  the  initial  contract 
terms  and  the  current  market  terms  for  an  identical  contract. 

Since  most  derivatives  involving  firm  commitments  are 
entered  into  at  no  cost  (other  than  possibly  a  nominal  fee)  to 
either  party,  they  have  zero  value  and  therefore,  no  credit 
exposure  at  inception.   At  that  point,  the  only  potential  risk 
is  that  subsequent  changes  in  the  market  price  of  the  instr\ament, 
index  or  interest  rate  underlying  the  contract  will  create  a 
positive  contract  value  that  might  be  forfeited  in  the  event  of  a 
counterparty  default.   Once  market  prices  move  to  create  a 
positive  contract  value,  the  contract  has  the  current  credit  risk 
exposure  of  its  replacement  cost  as  well  as  the  potential  future 
credit  risk  that  can  arise  from  subsecjuent  changes  in  market 
prices . 

Options  and  derivative  contracts  which  contain  options 
(options,  swaptions,  and  rate  protection  agreements)  also  face 
both  current  and  potential  credit  exposure.   However,  a 
difference  with  option  contracts  is  that  they  have  a  positive  * 
value  at  inception  reflected  by  the  premium  paid  by  the  purchaser 
to  the  writer  of  the  option.   The  value  of  tits   option  may  be 
reduced  as  a  result  of  market  movements,  but  cannot  become 
negative.   Therefore,  the  party  that  buys  the  option  contract 
will  always  have  credit  exposure  (unless  the  option  has  zero 
value) ,  and  the  party  selling  the  option  contract  will  not. 

For  the  vast  majority  of  derivatives  outstanding, 
standard  methods  exist  for  approximating  the  current  replacement 
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cost.   For  example,  the  value  of  an  interest  rate  swap  can  be 
calculated  as  the  discounted  present  value  of  the  cash  flows  a 
counterparty  is  expected  to  receive.   Such  methodologies  allow 
current  credit  exposure  to  be  estimated  with  confidence  for  the 
vast  majority  of  contracts. 

Estimating  the  potential  future  credit  exposure  of 
derivatives  is  a  more  difficult  task.   Unlike  the  credit  exposure 
of  a  loan,  the  exposure  of  a  derivative  transaction  can  change  as 
the  price,  index  or  rate  of  the  underlying  instriiment  changes 
(i.e.,  as  the  value  of  the  contract  changes).   These  changes 
cannot  be  known  with  certainty.   However,  given  certain 
variables,  such  as  the  volatility  of  the  price,  index,  or  rate  of 
the  instriiment  underlying  the  contract,  the  probability  that  a 
contract  will  incur  a  defined  level  of  credit  exposure  can  be 
estimated. 

The  credit  exposure  of  derivatives  traded  on  exchanges 
(futures  and  options  on  futures)  is  fundamentally  different  than 
derivatives  exchanged  over-the-counter  (forwards,  futures,  FRAs, 
swaps,  swaptions,  and  some  options) .   Futures  exchamges  use  two 
devices  to  manage  and  virtually  eliminate  credit  risk.   First, 
the  value  of  each  position  is  reconciled  to  the  market,  or 
■marked-to-market"  at  the  end  of  each  trading  day.  The  change  in 
value  of  the  position  is  paid  to  or  received  from  the  futures 
exchange  (through  its  clearing  members)  at  the  end  of  every  day. 
Thus,  the  performance  period  of  a  futures  contract  is  reduced  to 
one  day,  and  the  risk  of  counterparty  default  declines 
accordingly. 
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Second,  all  futures  aarlcet  participants  are  required  to 
post  a  performance  bond  (called  "initial  margin")  equal  to  a 
certain  percentage  on  the  standardized  notional  principal  amount 
of  the  contracts  held.   If  the  value  of  the  position  should  fall,' 
causing  the  margin  account  to  decrease  below  a  preset  maintenance 
level,  payment  is  i>^quired  (called  "variation  margin")  to  bring 
the  margin  account  back  to  the  maintenance  level. 

In  acting  as  the  buyer  for  each  sale  zmd  the  seller  of 
each  purchase,  the  exchange  is  the  counterparty  to  all  trades. 
The  clearinghouse  mechanism  of  the  exchange  substitutes  the   "  "  ' 
combined  credit-worthiness  of  exchange  members  for  that  of  an 
individual  counterparty.    Given  the  credit  enhancements  of  daily 
settlement  of  gains  and  losses  zmd  margin  requirements,  the      ''' 
futures  exchanges  significantly  reduce  the  counterparty  credit 
risk  in  futures  contracts.  ''   "'^   -  '  '~ 

In  contrast,  the  bilateral  nature  of  OTC  derivative 
transactions,  along  with  their  generally  longer  performance     ^ 
period  (owing  to  the  absence  of  the  standardized  margin 
requirements  and  daily  settleaents)  can  lead  to  significant 
counterparty  credit  esqmsure.  The  presence  of  credit  risk      * 
effectively  limits  pau:^icipation  in  these  highly  competitive  ^*''"  ' 
markets  to  financially  strong  institutions.   Even  among  them, 
market  discipline  and  regulatory  action  serve  to  limit  both  risk 
taking  and  active  involvement  by  institutions  that  show  signs  of 
financial  problems.   Counterparties  routinely  reduce  exposures  to 
weakening  institutions  by  reducing  the  volume  and  maturity  of 
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transactions  they  conduct  with  those  institutions,  and  by 
requiring  margin  to  mitigate  credit  risk. 

M^rK^t  Ri?K-   The  market  risk  of  a  derivative,  like  other 
financial  instruments,  is  the  risk  of  a  decline  in  the  value  of 
the  contract  arising  from  adverse  movements  in  the  price,  index, 
or  rate  of  the  instrument  underlying  the  contract.   This  market 
risk  depends  both  on  the  potential  magnitude  of  changes  in  the 
underlying  asset  (often  termed  its  "volatility")  and  on  the 
relationship  between  changes  in  the  value  of  the  underlying  asset 
and  the  value  of  the  derivative.   The  latter  factor,  the  "price 
sensitivity"  of  the  derivative,  can  vary  considerably  depending 
on  the  terms  of  the  derivatives  contract.   For  options,  in 
particular,  the  price  sensitivity  may  vary  considerably  as  the 
price  of  the  underlying  asset  changes. 

Unlike  its  credit  risk,  the  market  risk  of  a  derivative 
is  generally  similar  to  the  cash  instrument  underlying  the 
contract.   This  is  by  design  since  these  contracts  are  utilized 
largely  for  the  purpose  of  hedging,  or  offsetting,  the  price  risk 
of  positions  linked  to  the  instrument,  indices,  or  other  assets 
values  underlying  the  derivative. 

For  both  dealers  and  end  users  market  risk  must  be 
evaluated  on  a  portfolio  basis.   As  described  in  Section  I, 
dealers  attempt  to  derive  income  from  the  bid-offer  spread,  so 
they  tend  to  hold  substantial  positions  on  both  sides  of  a 
contract.   The  price  sensitivity  of  certain  positions  should 
offset  the  sensitivity  of  others.   Therefore,  market  risk  to  the 
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institution  is  not  measured  by  the  price  sensitivity  of  the 
individual  contract,  but  by  the  net  price  sensitivity  of  the 
dealers  portfolio  of  contracts.   For  example,  the  market  risk  -  j 
that  a  swap  dealer  is  subject  to  would  be  measured  by  the  net 
change  in  the  value  of  the  swap  portfolio,  along  with  the  change 
in  value  of  any  instruments  used  to  hedge  the  portfolio  (e.g., 
interest  rate  or  currency  futures) ,  for  small  changes  in  the 
relevant  price  or  rate  (i.e.,  interest  rates,  or  currencies 
values)  .  ^  .    .  =  ^_ 

Likewise,  an  end  user  may  hold  derivatives  for  the 
purpose  of  offsetting  the  market  risk  of  a  particular  asset  or 
liability  on  its  balance  sheet  or  to  reduce  its  overall  market  :^ 
risk.   Again,  market  risk  is  not  a  matter  of  the  price     :  -   "i 
sensitivity  of  the  individual  contract,  but  the  effect  the  *-  • 
derivatives  have  on  the  institution's  net  market  risk.   The 
question  is  not  whether  the  derivatives  themselves  entail  market 
risk,  but  whether  they  effectively  reduce  the  net  market  risk  of 
the  institution. 

With  regard  to  specific  questions  raised  on  the  market 
risk  exposure  of  U.S  financial  institutions  to  recent  events  in 
foreign  markets,  available  data  indicate  that  the  47  percent 
decline  in  the  Japanese  stock  market  between  March  1991  and 
August  1992,  as  measured  by  the  NIKKEI  index,  did  not  have  a 
material  effect  on  the  condition  of  D.S.  depository  institutions. 
Though  foreign  subsidiaries  of  U.S.  banks  can  own  equities. 
National  banks  and  state  chartered  banks  are  prohibited  from 
owning  common  stocks.   Although  the  market  risk  exposure  of 
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equity-linked  derivative  positions  held  by  banks  during  the 
Japanese  stock  market  decline  is  unknown,  to  date,  there  have 
been  no  significant  losses  reported  by  U.S.  banks  on  positions  in 
Japanese  equities  or  equity  derivatives. 

Coinciding  with  events  in  the  European  currency 
■arkets,  the  foreign  exchange  income  of  many  U.S.  banks  rose 
sharply  in  the  third  quarter  of  1992,  with  large  gains  reported 
by  U.S.  money  center  banks.   On  an  aggregate  basis,  banks 
reported  total  trading  gains  and  fees  from  foreign  exchange 
transactions  of  $1.24  billion  during  the  third  quarter  of  1992. 
This  compares  to  $627  million  and  $562  million  in  the  first  and 
second  quarters,  respectively.   Approximately  98%  of  this  revenue 
was  reported  by  banks  with  greater  than  $5  billion  in  assets. 
Much  of  this  increase  in  foreign  exchange  revenues  appear  to  be 
due  mostly  to  dealer  profits  from  the  large  volume  of  their 
market  making  dealer  activity  and  increased  bid/ask  spreads. 
Reportedly,  the  banks  experienced  higher  revei.^c;  from  spot  and 
forward  foreign  exchange  trading  and  client  driven  derivatives 
activity. 

The  markets  for  some  derivative  instruments  reportedly 
experienced  reduced  liquidity  during  the  European  currency 
crisis.   This  complicated  hedgi'ng  strategies  and  heightened 
market  risks  for  some  intermediaries  during  this  period. 
Nevertheless,  it  is  unlikely  that  the  underlying  markets  would 
have  performed  as  well  as  they  did  in  September  without  the 
existence  of  related  derivatives  markets  that  enabled  currency 
positions  to  be  managed,  albeit  with  some  difficulty  in  some 
instruments. 
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Settlement  Risk.   Settlement  risk  is  the  exposure  to  loss  arising 
when  an  institution  either  pays  out  funds  or  delivers  assets  - 
before  receiving  assets  or  payment  from  its  counterparty.   As 
such,  settlement  risk  can  assume  several  forms.   In  foreign   ,>j;^ 
exchange  markets,  for  example,  the  time  differences  between 
normal  payment  hours  in  different  countries  can  create  time  gaps 
between  offsetting  payments  from  a  single  transaction,  exposing 
institutions  to  settlement  risk  during  that  period  (i.e.  Herstatt 
risk) .   In  another  form,  settlement  risk  can  occur  when  delivery 
of  securities  is  not  synchronized  with  payment  for  them.      -.  -, 

Operating  Risk.   Operating  risk  is  the  risk  that  inadequate   iro? 
internal  controls,  procedures,  humem  error,  system  failure,  or 
fraud  can  result  in  unexpected  losses.   This  risk  could  lead,  for 
example,  to  open  positions  or  credit  exposures  that  exceed     -  -.- 
established  limits.   In  some  cases,  derivative  transactions  are 
so  intricate  that  they  can  be  developed  and  priced  only  through 
sophisticated  mathematical  models.   Given  that  coi^lexity,  the 
internal  risk  management  and  control  systems  of  banks  engaged  in 
these  transactions  must  exhibit  a  high  level  of  sophistication. 
It  is  also  essential  that  effective  lines  of  coamunication  be 
established  between  senior  meuiageaent  and  the  azmagement  and    .  ^ 
staff  of  the  operating  and  trading  departments  that  execute, 
value,  record,  and  monitor  derivative  product  transactions.   This 
communication  must  be  effective,  so  that  managers  at  all  levels 
fully  understand  and  act  within  the  parameters  of  the  bank's  ,  atta 
overall  risk  management  strategy  and,  importantly,  so  that  senior 
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■anagenent  is  aware  of,  and  confortable  with,  the  full  range  of 
risks  taken.   Indeed,  inaccurately  assessing  or  controlling  the 
risks  associated  with  derivative  products  is  one  of  the  more 
likely  sources  of  problems  facing  institutions  involved  with 
derivative  instrtunents. 

As  noted,  among  U.S.  banks,  only  a  few  large 
institutions  appear  to  have  material  exposures  arising  from 
activity  in  the  derivative  products  markets.   Most  of  them  are 
perceived  by  the  market  to  present  little  credit  risk  and,  in 
practice,  they  all  have  sophisticated  risk  management  procedures 
and  capital  bases  large  enough  to  absorb  sizable  derivative 
product  losses.   Moreover,  the  concentration  of  derivative 
activities  in  only  a  few  large  institutions  facilitates 
supervision  of  their  activities.   Therefore,  the  failure  of  one 
of  these  institutions  as  a  result  of  derivative  products  appears 
unlikely  in  the  current  risk  environment. 

Market  Liquidity  Risk.   Market  liquidity  risk  is  the  risk  that  a 
financial  asset  or  off-balance  sheet  instrument  cannot  be  sold  or 
replaced  quickly  at,  or  very  close  to,  its  fundamental  value. 
Market  liquidity  can  change  gradually  over  time,  or  rapidly  in 
times  of  market  stress,  and  in  some  markets  can  vary 
significantly  over  the  course  of  the  trading  day. 

Exchange-traded  derivatives  are  less  subject  to  market 
liquidity  risks  than  are  OTC  traded  derivatives  because  of  their 
use  of  standardized  contracts  and  the  settlement  role  of  the 
clearinghouse.   Generally,  the  liquidity  of  these  instruments  is 
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impaired  only  in  ^ises  of  financial  stress.   By  comparison,  t;he 
credit  risk  and  the  lack  of  standardized  contracts  entailed  in 
OTC-traded  derivatives  may  result  in  periods  of  reduced  liquidity 
and,  thus,  may  increase  the  chance  of  a  sudden  erosion  of 
liquidity  in  a  particular  OTC  market  segment.   Market  liquidity 
risk  has  become  a  more  important  concern  in  recent  years  as 
portfolios  of  off-balance  sheet  instruments  have  grown  and  the 
need  to  hedge  them  has  increased. 

Legal  Risk.   The  most  significant  losses  to  date  in  derivative 
markets  have  resulted  from  legal  risk.   A  number  of  participants 
in  the  swap  markets  suffered  losses  on  contracts  with  local 
authorities  in  the  United  Kingdom  when  those  jurisdictions  were 
found  to  be  without  authority  to  enter  into  swap  contracts,  that 
is,  that  the  contracts  were  ultra  vires.   Subsequently,  defaults 
by  local  authorities  resulted  in  losses  to  their  counterparties, 
as  rates  had  moved  against  the  local  authorities.  .^ 

In  the  United  States,  a  significant  source  of  legal 
risk  has  been  the  potential  application  of  the  off -exchange 
trading  prohibition  of  the  Commodity  Exchange  Act  ("CEA").   For 
the  purposes  of  the  CEA,  the  terms  "futures"  and  "options"  have 
been  interpreted  broadly  by  the  CFTC,  leading  to  concerns  that 
OTC  derivatives  would  be  found  to  be  illegal  off-exchange 
futures.  After  initially  indicating  that  swap  contracts  would  be 
subject  to  the  provisions  of  the  CEA,  the  CFTC  issued  a  policy 
statement  in  1989  (54  Federal  Register  30694  (July  21,  1989)) 
indicating  that  swap  agreements  meeting  certain  conditions  would 
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not  b«  considered  to  be  illegal  futures.   The  CFTC  is  currently 
in  the  process  of  replacing  that  policy  statement  with  a  rule  (57 
Federal  Register  53618  (November  12,  1992))  under  the  expanded 
exemption  authority  it  received  as  a  result  of  the  recent  passage 
of  the  Futures  Trading  Practices  Act  of  1992.   Although  this 
change  will  significantly  reduce  the  risk  that  most  swaps  and 
similar  instruments  would  be  found  to  be  illegal  off-exchange 
futures,  the  policy  statement  and  the  proposed  rule  place  a 
number  of  conditions  on  the  exclusion  of  these  transactions  from 
the  CEA,  particularly  with  regard  to  methods  for  reducing  credit 
and  settlement  risk. 

Another  source  of  concern  relates  to  the  legal 
enforceability  of  netting  provisions  under  which  exposures  from 
multiple  derivative  transactions  are  netted.   Master  agreements 
with  netting  provisions  are  used  to  reduce  the  overall  level  of 
credit  risk  to  a  counterparty.   Where  a  bank  has  undertaken  a 
niimber  of  contracts  with  a  particular  counterparty  subject  to  a 
master  agreement,  the  bank  runs  the  risk  that,  in  the  event  of 
the  counterparty's  failure,  the  receiver  for  the  counterparty 
will  refuse  to  recognize  the  validity  of  the  netting  provisions. 
In  such  an  event,  the  receiver  could  repudiate  individual 
contracts  under  which  the  counterparty  was  obligated  to  pay  the 
bank,  while  demanding  payment  on  those  contracts  on  which  the 
bank  was  obligated  to  pay  the  counterparty.   Although  relevant  in 
dealings  with  some  non-U. S.  counterparties,  this  risk  has  been 
significantly  reduced  for  financial  institutions  in  the  United 
States  by  recent  amendments  to  the  Bankruptcy  Code  and  the 
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Federal  Deposit  Insurance  Act  and  by  enactment  of  the  payment 
system  risk  reduction  provisions  of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act. 

Banks  have  taken  steps  to  limit  potential  legal  risks 
by  obtaining  opinions  of  counsel  that  counterparties  have  legal 
authority  to  enter  into  contracts  and  by  strengthening  due 
diligence  reviews  of  counterparties.   Banks  and  other  market 
participants  also  are  working  together  through  an  industry  trade 
group,  the  International  Swap  Dealers  Association,  to  address 
common  legal  concerns.  -^  -=     \  '-- 

Aqgreqation  or  Interconnection  Risk.   Aggregation  or     =  !i--    '-■' 
interconnection  risk  results  from  the  interaction  of  positions  in 
one  instrument  with  other  positions,  both  in  derivative  products 
and  in  the  underlying  asset  markets.   These  interactions     *- 
frequently  involve  both  cross-border  and  cross-market  links  and  a 
wide  range  of  individual  financial  instruments.   For  example,  a 
capped  Swiss  Franc  denominated  floating  rate  note  issued  in  the 
Euromarkets  might  be  swapped  into  floating  rate  dollars  by  means 
of  a  Swiss  Franc/U.S.  Dollar  cross  currency  interest  rate  swap, 
and  a  cap  identical  to  that  imbedded  in  the  note  might  be  sold  by 
the  issuer  to  investors.   This  packaged  transaction  involves 
floating-rate  notes  in  the  Euro-market,  the  swap  market,  the 
foreign  exchange  market,  and  the  interest  rate  options  market  (by 
way  of  the  cap  sold  to  investors) .   Such  multi-legged  positions 
are  growing  rapidly,  both  in  size  and  variety.   Because  of  the 
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increasing  prevalence  of  these  positions,  a  major  default  or 
disruption  may  not  be  isolated  as  easily  as  was  once  the  case. 

Interconnection  risk  can  also  be  seen  as  one  basic 
element  in  systemic  risk:  the  risk  that  a  disruption  by  any 
participant  or  group  of  participants  causes  widespread 
difficulties  throughout  financial  markets.   The  growth  of 
activity  in  derivative  products  along  with  the  tendency  for 
derivatives  to  strengthen  the  linkages  between  market  segments, 
has  increased  the  possibility  that  disruptions  or  increased 
uncertainty  in  any  market  might,  nevertheless,  affect  other 
markets  more  quickly  now  than  in  the  past.   The  complejiities  and 
interdependencies  inherently  associated  with  multi-legged 
positions  —  whether  involving  derivatives  or  not  —  are  such 
that  the  sudden  failure  of  a  major  market  participant  might 
disrupt  the  financial  system,  especially  if  that  failure  were  to 
occur  in  an  already  unsettled  market  environment. 

Certain  symptoms  of  the  potential  for  such  problems 
were  evident  in  the  circumstances  of  the  stock  market  crash  of 
1987  and  the  bankruptcy  of  Drexel  Burnham  Lzunbert  in  early  1990. 
In  both  situations,  the  problems  were  contained,  but  the 
containaent  efforts  required  considerable  efforts  on  the  part  of 
the  authorities  and  on  the  part  of  market  participants.   Those 
•pisodes,  as  well  as  the  continued  rapid  pace  of  change  and 
innovation  in  financial  markets,  underscore  the  importance  of 
ongoing  efforts  of  the  bamking  agencies  to  design  prudent  banking 
supervisory  and  payment  system  policies  to  limit  the  risks  to 
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individual  banking  organizations  and  systemic  risks.   These    <." 
efforts  are  discussed  more  fully  in  the  following  section. 

III.  Supervision  and  Regulation  of  Derivatives. 

To  keep  abreast  of  new  and  ever-changing  developments 
in  derivative  markets,  the  agencies  rely  on  numerous  sources  of 
information:   on-site  examinations  and  inspect: ons;  financial 
data  reported  periodically  by  banking  institutions;  information 
obtained  during  discussions  and  visitations  with  market 
participants;  studies,  publications,  and  other  communications 
with  academics,  market  practitioners,  and  supervisory 
authorities;  and  the  varied  research  and  training  activities  of 
each  agency.   Examination  techniques  and  supervisory  procedures 
are  revised  accordingly. 

Examinations.   On-site  bank  examinations  and  inspections  are  the 
cornerstone  of  supervisory  efforts  to  evaluate  the  risks  inherent 
in  off-balance  sheet  transactions  and  virtually  all  other  banking 
activities.   Pull-scope  examinations  include  detailed  reviews  of 
■anagement  systems  and  assessments  of  capital  adequacy,  asset 
quality,  earnings,  and  liquidity.  They  are  often  supplemented 
with  targeted  exams  designed  to  address  specific  concerns,  and 
also  with  meetings  with  bank  management  to  discuss  relevant 
concerns  and  to  review  developments  in  the  market. 

Any  full-scope,  on-site  examination  contains  a  review 
of  the  institution's  Infrastructure  for  measuring  and  controlling 
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risk.   This  review  may  be  especially  important  regarding 
derivative  activities  because  of  their  complexity  and  the  need  to 
measure  and  evaluate  the  risks  accurately,  set  internal  limits, 
and  maintain  adequate  controls  and  information  systems.   To 
receive  a  favorable  assessment,  the  risk  management  approach  must 
be  integrated  and  comprehensive,  and  the  bank's  senior  management 
must  be  well-informed  about  the  bank's  risk-taking  activities, 
the  nature  of  the  underlying  risks,  and  the  interrelationships  of 
different  types  of  risk. 

Part  of  a  bank's  internal  control  process  for  its 
derivatives  activities  should  include  a  comprehensive  audit 
program,  staffed  by  independent  and  knowledgeable  professionals. 
Examiners  review  not  only  the  audit  program,  but  also  the 
adequacy  of  the  front  office  procedures  and  back  office 
processing  regarding,  for  example,  the  pricing  and  valuing  of 
bank  derivative  portfolios. 

The  banking  agencies  closely  monitor  troubled 
institutions  through  on-site  examinations  and  off-site  analysis 
of  reported  information.   In  fact,  institutions  that  are  troubled 
or  that  otherwise  show  high-risk  profiles  undergo  greater 
scrutiny,  and  are  typically  required  to  subnit  additional 
information  on  their  activities  to  the  appropriate  supervisory 
agency.   Specifically,  the  banking  agencies  generally  require 
troubled  institutions  to  ainiaize  their  existing  risk  and  to 
limit  the  size  of  new  off-balance  sheet  activity.   The  regulatory 
agencies  also  monitor  and  limit  participation  of  troubled 
institutions  in  instruments  that  are  not  credit  sensitive.   Such 


789 


27 

supervisory  oversight  significantly  reduces  the  potential  that  a 
troubled  institution  might  seek  to  recover  past  losses  by  taking 
speculative  positions  in  derivative  instruments.   To  date,  no 
commercial  bank  failure  has  resulted  from  derivative  products 
exposure. 

Organizational  structures  and  operating  practices  may 
differ  significantly  among  banking  institutions,  with  exposures 
taken  by  one  subsidiary  bank  sometimes  offset  by  positions  in  an 
affiliated  bank  of  the  parent  holding  company.   Such  practices 
should  present  less  potential  risk  to  the  federal  safety  net  with 
recent  enactment  of  the  cross -guarantee  provisions  of  the 
Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989  and,  in  any  event,  are  also  evaluated  during  on-site 
examinations  and  inspections. 

Financial  Data.   Commercial  banks  are  required  to  disclose 
certain  information  about  their  derivative  and  other  off-balance 
sheet  activities  each  quarter  in  their  Call  Reports.   Bank 
holding  companies  provide  similar  data  for  the  consolidated 
holding  company  in  their  quarterly  Y-9C  reports  filed  with  the 
Federal  Reserve.   Both  reports  disclose  the  notional  values  of 
interest  rate  swaps,  futures  and  forward  contracts,  option 
contracts,  and  similar  contracts  involving  commodities  and 
equities  and  are  reviewed  for  accuracy  during  on-site 
examinations.   This  readily  available  information  does  not 
address  the  institution's  actual  exposures,  but  it  is  useful  for 
identifying  major  market  participants.   It  also  provides  a 
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reflection  of  market  and  institutional  trends  and  helps  the 
agencies  determine  the  examiner  resources  needed  to  evaluate  an 
institution's  activity  in  sufficient  detail. 

In  order  to  assess  capital  requirements  under  the 
international  risk-based  capital  accord,  the  reports  also  collect 
information  regarding  the  market  replacement  costs  of  interest 
rate  contracts  and  foreign  exchange  contracts  that  are  of 
positive  market  value  to  the  reporting  entity  (futures  and 
foreign  exchange  contracts  with  an  original  maturity  of  14  days 
or  less  are  excluded) .   While  these  data  are  incomplete  in 
measuring  the  market  value  of  all  related  contracts,  they  do 
reveal  the  entity's  exposure  to  counterparty  default,  which  is 
the  objective  of  the  capital  standard  and  an  important  focus  of 
supervisory  attention. 

Both  the  Call  Report  and  the  Y-9C  data  should  be  used 
carefully  because  of  their  inherent  limitations  and  their 
specific  design,  with  its  narrower  "bank-only"  focus,  the  «_ail 
Report,  for  example,  does  not  include  transactions  of  the  parent 
holding  company  or  its  other  bank  and  nonbank  subsidiaries.  As 
noted  above,  both  the  call  and  Y-9C  reports  also  exclude  market 
value  data  for  certain  exchange-traded  contracts  as  well  as 
foreign  exchange  contracts  with  original  maturities  less  than  14 
days.   On  the  other  hand,  annual  report  disclosures  of  the 
"amount  of  accounting  loss,"  as  required  by  Financial  Accounting 
Standards  Board's  Statement  No.  105  "Disclosure  of  Information 
about  Financial  Instruments  with  Of f-Balance-Sheet  Risk  and 
Financial  Instruments  with  Concentrations  of  Credit  Risk, " 
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generally  include  these  contracts.   Such  disclosures  in  annual 
reports  may  also  differ  from  the  market  value  data  included  in 
call  and  Y-9C  report  disclosures  depending,  for  example,  on  how 
the  organization  discloses  its  contracts  used  for  hedging 
purposes.   Other  than  these  differences,  market  value  disclosures 
in  Y-9C  and  call  reports  are  generally  similar  to  disclosures  of 
the  amount  of  accounting  loss  made  in  annual  reports. 

The  growing  volume  and  complexity  of  the  derivatives 
market  has  caused  the  agencies  to  re-examine  their  informational 
needs  regarding  these  and  other  off-balance  sheet  activities  of 
banks,  and  some  reporting  changes  are  under  consideration.   In 
particular,  agency  staff  is  reviewing  the  extent  to  which 
bilateral  netting  arrangements  should  be  reflected  in  the 
reporting  of  replacement  cost  exposures.   In  addition,  current 
efforts  on  interest  rate  risk  in  response  to  section  305  of 
FDICIA  will  require  increased  disclosure  of  derivative  exposures, 
and  section  308  requires  banks  to  establish  standards  to  evaluate 
their  exposures  to  weak  institutions,  including  those  arising 
from  derivative  products. 

Market  intelligence.   Ml  of  the  banking  agencies  rely  on 
internal  and  external  sources  for  gathering  market  intelligence. 
Because  aany  off-balance  sheet  activities  affect  securities, 
foreign  exchange  and  other  markets,  the  agencies  learn  much  about 
derivative  activities  through  their  on-going  monitoring  of  these 
markets.   Many  of  these  efforts  require  extensive  interviews  with 
market  participants,  analyses  of  available  data  on  transaction 
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voluaes  and  prices,  and  theoretical  assessments  of  the  inherent 
risks.   For  example,  the  Federal  Reserve  open  market  and  foreign 
exchange  staffs  in  Washington  and  New  York  regularly  monitor 
developments  in  a  broad  range  of  financial  markets.   The  other 
banking  agencies  also  have  staff  who  spend  full  time  focusing  on 
new  capital  markets  activities,  including  the  various  derivative 
instruments.   External  sources  of  information  include 
organizations  such  as  the  International  Swap  Dealers  Association 
and  the  various  exchanges  which  provide  information  about  current 
practices  and  emerging  trends  and  about  financial  instruments  and 
their  risks. 

Studies  and  publications.   The  banking  agencies  have  participated 
in  a  number  of  studies  and  research  efforts  aimed  at  educating 
examiners,  supervisory  personnel,  and  other  staff  about 
developments  in  derivative  markets.   Such  efforts  conducted  under 
the  auspices  of  the  Bank  for  International  Settlements  involve 
supervisors  from  other  countries  and  also  serve  to  inform  senior 
bank  managements  of  the  risks  in  these  activities  as  perceived  by 
supervisory  agencies.   A  series  of  BIS  studies  have  been 
published:   Recent  Innovations  in  International  Banking  (the 
"Cross  Report,"  1986),  Report  of  the  Committee  on  Interbank 
Netting  Schemes  of  the  Central  Banks  of  the  Group  of  Ten 
Countries  (the  "Leunfalussy  Report,"  1990),  and  Recent 
Developments  in  International  Interbank  Relations  (the  "Promisel 
Report,"  1992)  . 
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In  addition  to  these  international  publications,  each 
agency  also  undertakes  its  own  studies.   For  example,  the  Federal 
Reserve  Bank  of  New  York  has  published  a  two-volume  staff  study 
entitled  International  Competitiveness  of  U.S.  Financial  Firms. 
Generally,  such  studies  assess  the  risks  and  benefits  of  various 
activities  while  providing  topical  information  about  current 
market  trends  and  developments. 

In  the  discussions  leading  up  to  passage  of  the  Futures 
Practices  Act  of  1992,  the  Congress  indicated  its  intention  to 
revisit  the  issue  of  the  application  of  the  CEA  to  OTC 
derivatives.   The  CFTC  was  directed  to  conduct  a  comprehensive 
study  of  the  OTC  derivatives  markets,  including  an  assessment  of 
the  need  for  additional  regulatory  controls  and  how  such 
controls,  if  necessary,  should  be  implemented.   These  are  complex 
issues  that  deserve  further  study.   In  particular,  before 
additional  regulatory  controls  are  implemented,  the  specific 
goals  of  such  regulation  would  need  to  be  specified  more 
precisely  and  alternative  means  of  meeting  these  goals  also 
should  be  explored.   The  CFTC  study  and  sinilar  studies  underway 
by  the  GAO,  Group  of  Thirty,  and  others  should  assist  both  the 
Congress  and  the  bank  regulatory  agencies  in  reaching  conclusions 
about  the  need  for  additional  regulation. 

Payment  and  Settlement  Svstem  Risks.   The  growth  of  derivative 
instruments  has  created  complex  chains  of  counterparty  exposures 
and,  in  the  case  of  exchange  rate  contracts,  a  significant 
expansion  of  payments  and  settlements  activity.   Consequently, 
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t;he  Federal  Reserve,  in  particular,  closely  monitors  the  payment 
and  settlement  mechanisms  and  has  taken  steps  designed  to  reduce 
risks  and  guard  against  payments  "gridlock."  These  efforts  often 
involve  coordinating  general  market  information  with  examination 
findings. 

Confidence  in  the  clearing  process  is  vital  to 
maintaining  the  liquidity  of  a  vide  variety  of  markets  for  both 
derivative  and  underlying  instruments,  and  has  become  more 
important  as  these  markets  have  grown.   As  part  of  one  effort, 
the  Federal  Reserve  Bank  of  New  York  has  formed  the  Payment  and 
Settlement  Committee — consisting  of  senior  executives  from 
financial  institutions,  clearing  organizations,  and  securities 
exchanges — to  facilitate  communication  among  private-sector 
institutions,  and  between  those  institutions  and  regulators,  on 
payment,  clearing,  and  settlement  issues.   In  addition,  both  the 
Board  of  Governors  and  the  New  York  Reserve  Bank  have  formed 
committees  of  senior  Federal  Reserve  officials  to  evaluate  and 
discuss  payment  systems  issues. 

The  Federal  Reserve  has  also  been  involved  in 
international  efforts  to  analyze  and  discuss  clearing  and 
settlement  arrangements  of  various  types.   As  part  of  this 
process.  Federal  Reserve  Board  Governor  Angell  chairs  the  Basle 
Committee  on  Payment  and  Settlement  Systems,  which  consists  of 
representatives  from  the  central  banks  of  the  G-10  countries  and 
serves  as  a  forum  for  the  monitoring  and  analysis  of  developments 
in  payment  and  settlement  systems,  both  domestic  and  cross- 
border. 
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Examiner  training.   The  banking  agencies  periodically  update  bank 
examination  procedures  in  order  to  keep  pace  with  changes  in 
banks'  on-  and  off-balance  sheet  activities.   The  knowledge 
gained  through  the  examination  process,  as  well  as  through  other 
intelligence  gathering  efforts,  is  crucial  in  this  process,  as  it 
provides  the  basis  for  ongoing  updates  in  examiner  guidance  and 
instruction.   In  recent  years,  bank  examiners  have  received 
considerable  training  and  guidance  aimed  at  improving  their 
ability  to  assess  the  off-balance  sheet  exposures  of 
institutions.   This  guidance  has  taken  the  fonn  of  special 
courses  and  seminars  addressing  off-balance  sheet 
activities,  including  options  and  foreign  exchange  instruments. 

Conclusion.   The  banking  agencies  recognize  that  regulation 
cannot  substitute  for  effective  management.   Whether  a  bank's 
management  of  the  risks  associated  with  its  derivatives 
activities  is  prudent  depends  critically  on  the  strength  of  its 
related  policies,  procedures,  risk  controls  and  management 
information  systems.   To  date,  those  management  processes  have 
been  generally  successful.   However,  to  keep  pace  with  the 
rapidly  changing  financial  environment,  including  expansion  of 
derivatives  activities,  all  market  participants  need  to  continue 
to  enhance  their  procedures  2uid  infrastructures  for  managing  and 
controlling  risks.   This  effort  will  require  increased  management 
awareness  and  understanding  of  the  nature  of  the  risks  assumed. 
It  will  also  involve  committing  sufficient  financial  and 
managerial  resources  to  the  development  of  risk  monitoring 


796 


34 

systems  and  to  the  back  office,  accounting,  and  auditing 
functions. 

In  executing  supervisory  programs,  the  banking 
agencies  have  sought  to  ensure  that  the  risks  banks  assume  are 
prudently  managed,  controlled,  and  priced  through  appropriate 
capital  requirements,  examination  procedures,  and  accounting  and 
reporting  standards.   As  pointed  out  in  the  previous  section,  the 
agencies  are  engaged  in  a  number  of  on-going  efforts,  both 
domestically  and  internationally,  to  improve  the  reporting  and 
supervision  of  derivatives  activities  and  to  limit  the  systemic 
risks  posed  by  them.   These  efforts  should  allow  the  U.S. 
authorities  to  take  appropriate  actions  to  maintain  the  safety 
and  soundness  of  the  financial  system  while  allowing  the  markets 
to  continue  to  grow  efficiently. 
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Cross  Reference  of  Specific  Questions  With  Study  Discussions 

Question   1 

la.    Is  there  general  agreement  about  what  should  be  included  in 

a  list  of  derivative  products?   Addressed  in  Section  I, 

page  2. 
lb.   Are  there  other  products,  beyond  swaps,  futures,  forwards, 

and  options,  that  might  or  should  be  included?   Addressed 

in  Section  I,   page  2. 

Question  2 

2a.    Do  you  have  complete  data  on  the  use  of  swaps,  forwards, 

futures,  and  options  by  individual  institutions? 

Addressed  in  Section  III,   pages  27-29. 
2b.   To  what  extent  are  derivatives  concentrated  in  the  largest 

institutions?    Addressed  in  Section  I,   pages  8-11. 
2c.    Do  smaller  banks  use  derivative  products?  Addressed  in 

Section  I,   page  8. 
2d.   Do  you  utilize  information  beyond  that  supplied  in  fonns 

RC-L  and  RC-R  of  the  call  reports?   Addressed  in  Section 

III,   pages  25-34. 
2e.    Does  the  information  on  "the  risk  of  accounting  loss,"  that 

is  now  provided  by  publicly  traded  banks  in  their  annual 

reports,  tally  with  the  call  report  data  on  replacement 

costs?   Addressed  in  Section  III,   pages  28-29. 
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2f.    Do  you  believe  that  the  data  you  obtain  are  reliable? 

Addressed  in  Section  III,   pages  27-29. 
2g.   Are  there  instrximents  for  which  you  do  not  collect  data? 

Addressed  in  Section  III,   pages  27-29. 
2h.    Oo  you  plan  to  obtain  data  on  these  series  in  the  near 

future?   Addressed  in  Section  III,   page  29. 

Question  3 

3a.    Please  explain  the  most  important  ways,  in  your  judgement, 
in  which  an  individual  institution  could  get  into 
difficulties  through  derivative  instruments?   Addressed  in 
Section  II,   pages  12-24. 

3b.   How  great,  in  your  estimation,  is  the  risk  that  a  bank, 

thrift,  or  credit  union,  particularly  a  large  institution, 
will  fail  in  the  next  twelve  months  as  a  results  of 
derivative  products?   Addressed  in  Section  III,   page  20. 

Question  4 

4a.    In  what  ways  can  a  troubled  institution  seek  to  recover 

losses  (incurred  perhaps,  elsewhere)  through  derivative 

products?   Addressed  in  Section  III,   pages  25-27. 
4b.    Has  such  wagering  already  occurred?  Addressed  in  Section 

III,   pages  25-26. 
4c.   Has  it  led  to  any  failures,  to  date?  Addressed  in  Section 

III,   pages  26-27. 
4d.    How  does  the  regulatory  system  attempt  to  keep  abreast  of 

such  risk-taking?    Addressed  in  Section  III,  pages  25-34. 
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4e.    Is  it  successful?  Addressed  in  Section  III,  pages  25-34. 
4f.    In  what  ways  can  supervision  improve  in  this  area? 
Addressed  in  Section  III,   pages  25-34. 

Question  5 

5a.    What  is  the  best  way  to  measure  the  risk  derivative 

products  pose  to  the  financial  system?   Addressed  in 

Section  II,   pages  12-24. 
5b.    How  serious  is  that  risk  (the  risk  of  derivatives  to  the 

financial  system) ,  in  your  assessment?  ■  Addressed  in 

Section  II,   pages  12-24. 
5c.    Can  a  failure  at  one  institution  be  transmitted  through 

derivative  products  to  other  institutions?  How? 

Addressed  in  Section  II,   pages  23-24. 
5d.   How  likely  is  such  systemic  risk?   Addressed  in  Section 

II,   pages  23-24. 

Question  6 

6a.    Do  the  data  measure  to  your  satisfaction  the  risk  of 

individual  failure  and  systemic  spillover?   Addressed  in 

Section  III,   pages  25-30. 
6b.    If  (the  data  do) not  (measure  systemic  risk  to  your 

satisfaction)  how  should  these  risks  be  measured? 

Addressed  in  Section  III,   pages  25-34. 
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Question  7 

7a.    Has  the  decline  in  value  of  the  stock-market  in  Japan  and 
the  recent  fluctuations  in  the  European  currency  markets 
caused  losses  at  U.S.  financial  institutions?  Addressed  in 
Section  II,   pages  17-18. 

7b.    In  what  ways  were  derivative  products  involved (in  the 

decline  in  the  Japanese  stock  market  and  recent  currency 
fluctuations)?  Addressed  in  Section  II,   pages  17-18. 

Question  8 

8a.    Do  examiners  receive  the  training  they  need  to  evaluate 
management's  handling  of  the  risks  from  derivative 
products?   Addressed  in  Section  III,   page  32-33. 

8b.    How  is  such  training  updated  as  financial  technology 
evolves?   Addressed  in  Section  III,   page  32-3  3. 

Question  9 

9a.    Are  the  risks  to  financial  institutions  from  derivative 

products  increased  by  the  fact  that  derivatives  generally 

trade  over  the  counter,  without  regulation?  Addressed  in 

Section  II,   pages  12-24. 
Sb.   Is  greater  regulation  of  derivatives  warranted  (exchange 

traded  versus  OTC)?  Addressed  in  Section  III,  pages  30-31. 
9c.    If  so,  what  form  might  (greater  regulation)  take? 

Addressed  in  Section  III,   pages  30-31. 


801 


Appendix  II 

Market  Outstandings  and  Trends  in 
Selected  Derivative  Financial  Instruments. 


This  section  presents  data  on  the  volumes  in  selected 
derivative  financial  instniinents.   In  most  cases,  the  data  are 
for  year-end  1991,  the  most  recent  date  for  which  consistent  data 
is  available  for  all  of  the  instruments  considered.    More  recent 
data  is  used  where  possible  and  where  the  use  of  such  data 
permits  meaningful  comparisons  across  product  categories  or  type 
of  institution. 

Aggregate  measures  of  activity  in  derivative  financial 
instruments  indicate  marked  growth  since  year-end  1986  (Table  1) . 
During  this  five  year  period  open  positions  in  exchange-traded 
futures  and  options  increased  over  500  percent.  Interest  rate 
futures  and  interest  rate  options  account  for  the  lion's  share  of 
the  outstandings  (94  percent)  at  year-end  1991,  reflecting  the 
wide  spread  use  of  these  instruments  as  hedges  for  both  on-  and 
off-balance  sheet  transactions. 

During  this  same  five  year  period,  outstanding  notional 
principal  positions  in  over-the-counter  derivatives  also 
experienced  strong  gro%rth.  At  year-end  1991,  the  notional  values 
of  outstanding  OTC  derivatives  stood  at  roughly  $4.4  trillion,  up 
790  percent  from  the  estimated  $500  billion  outstanding  at  year- 
end  1986.   Eighty-seven  percent  of  the  $4.4  trillion  outstanding, 
or  $3.9  trillion,  is  comprised  of  interest  rate  swap  and  cross- 
currency  interest  rate  swap  transactions. 
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Exchange-traded  Instruments.   Information  on  the 
involvement  of  selected  major  financial  institutions  in  futures 
and  options  on  futures  that  are  traded  on  the  Chicago  Board  of 
Trade  ("CBOT")  and  the  International  Honey  Market  of  the  Chicago 
Mercantile  Exchange  ("CME-IMM")  indicates  that  banks  are  most 
heavily  involved  in  short-term  interest  rate  futures  (Table  3), 
such  as  the  one-month  LIBOR  contract  traded  on  the  CME-IMM  and 
the  thirty-day  futures  contract  traded  on  the  CBOT  (Table  3). 
Non-US  banks  account  for  the  majority  of  bank  positions  in 
exchange- traded  futures  and  options  contracts-. 

Banks  are  also  heavily  involved  in  the  eurodollar 
futures  and  options  traded  on  the  CME-IMM.  At  year-end  1991, 
banks  accounted  for  37  percent  of  the  long,  and  34  percent  of  the 
short,  open  positions  in  contracts  on  short-term  interest  rate 
futures.   Bank  participation  in  exchange-traded  currency  futures 
is  much  smaller  both  in  comparison  to  their  participation  in 
interest  rate  fu«-'ires  contracts  and  to  their  OTC  trading  in 
foreign  exchange. 

Data  on  bank  involvement  in  exchange-traded  options  on 
financial  futures,  which  is  also  submitted  to  the  CFTC,  is 
contained  in  Table  3.   With  regard  to  exchange-traded  options, 
banks  are  most  heavily  involved  in  the  short-term  market,  in 
particular  in  options  on  short-term  interest  rate  futures. 
Available  data  also  show  that  banks  are  not  active  in  options  on 
stock  index  futures.   It  should  be  noted  that  the  figures  in 
TsJDle  3  are  not  "delta  adjusted"  to  give  the  cash  equivalent  of 
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the  contract,  rather  they  are  based  on  the  notional  amount  of  the 
open  interest. 

Over-the-counter  Instruments.   As  indicated  by  Table  l, 
the  notional  principal  amount  of  interest  rate  swaps  outstanding 
at  year-end  1991  was  $3,065  billion,  or  349  percent  above  the 
year-end  1987  outstandings  of  $683  billion.  Currency  swaps, 
including  cross-currency  interest  rate  swaps,  have  exhibited 
similar  strong  grotrth.   Outstanding  notional  principal  for 
currency  and  cross-currency  interest  rate  swaps  was  $807  billion 
at  year-end  1991,  a  341  percent  increase  over. the  year-end  1987 
outstandings  of  $183  billion. 

Data  provided  by  the  International  Swap  Dealers 
Association  (ISOA)  illustrates  that  the  notional  value  of  new 
interest  rate  swaps  arranged  in  1991  totaled  $1,622  billion. 
This  re|>resents  a  28  percent  increase  over  the  notional  principal 
value  of  swaps  arranged  in  1990,  and  a  185  percent  increase  over 
the  value  of  interest  rate  swaps  arranged  in  1988  (Table  4).   Of 
this  growth,  47  percent  represents  swaps  between  ISOA  aemtoer 
cotinterparties,  up  from  34  percent  in  1988.   New  currency  swaps 
arranged  in  1991  totaled  $104  billion,  up  55  percent  from  those 
arranged  in  1990  and  165  percent  from  1988  (Table  5) . 
Intemember  currency  swaps  were  32  percent  cf  new  swaps  written 
in  1991  compared  to  24  percent  in  1988. 

As  pointed  out  in  the  body  of  the  study,  notional 
principal  values  are  poor  measures  of  the  credit  exposure  of 
derivatives.   Replacement  costs,  which  generally  run  between  2  to 
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3  percent  of  notional  principal  values,  are  more  representative 
of  the  true  credit  exposures  of  derivative  contracts. 

A  wide  variety  of  ancillary  transactions  has  evolved 
alongside  the  swap  market  such  as  various  interest  rate 
protection  agreements  (caps,  floors,  and  collars).   Available 
data  indicate  that  the  aggregate  notional  principal  amount  of 
these  instruments  stood  at  $577  billion  for  the  year-end  1991 
(Table  6)  .   Interest  rate  caps  are  the  most  widely  used  of  these 
instruments,  accounting  for  55  percent  of  the  outstandings.   Of 
the  $317  billion  of  caps  outstanding  at  year-end  1991, 
approximately  40  percent  were  interbank  transactions.   In 
general,  banks  are  sellers  of  caps  to  end-users  wishing  to  lock 
in  a  maximum  interest  rate  on  a  liability,  and  end-users  are 
sellers  of  floors,  to  banks.   Quite  often  the  buyer-  of  a  cap  will 
simultaneously  sell  a  floor  in  order  to  reduce  the  overall  cost 
of  the  cap. 

The  amounts  of  swap-related  derlv.:.'.ivas  denominated  in 
currencies  other  than  the  U.S.  dollar  has  increased  in  recent 
years.   At  year-end  1991  non-dollar  denominated  contracts  for 
these  products  were  36  percent  of  the  outstandings  compared  to  25 
percent  at  year-end  1990. 
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Table  4 


New  Interest  Rate  Swaps  Arranged 
by  Type  of  Counterparty 
Notional  Principal  Amounts.  U.S.  Odiars  Billions 


Counterparty 

1988 

1989 

1990 

1991 

Between  ISDA  members 

193.1 

318.0 

484.5 

761.8 

Rnancial  Institutions 

238.1 

317.9 

420.1 

489.8 

Governments 

32.9 

39.6 

74.7 

84.5 

Corporations  and  others 

98.2 

139.4 

210.6 

270.3 

Brokered  and  Unallocated 

5.8 

18.6 

74.4 

15.3 

Total 

568.1 

833.5 

1.264.3 

1.621.7 

Source:       ISDA  'Market  Survey  Highlights'  for  the  years  indicated. 


Tables 

New  Currency  Swaps  Arranged 
by  Type  of  Counterparty 
Notional  Principal  Amounts.  U.S.  Dollars  Billions 


Counterparty 

1988 

1989 

1990 

1991 

Between  ISDA  members 

29.3 

50.6 

61.3 

104.0 

Rnanda]  Institutions 

43.4 

52.2 

51.4 

92.0 

Governments 

19.3 

23.0 

23.4 

37.3 

Corporations  and  ottiers 

29.1 

46.2 

75.9 

89.8 

Brokered  and  Unallocated 

3.1 

6.2 

0.8 

5.8 

Total 

124.2 

178.2 

212.8 

328.9 

Source:       ISOA  'Market  Survey  Highlights'  for  the  years  indicated. 


809 


11 

•« 

6  a 

•    c 

fl 


!2  I 


u  = 

3    O 

"O    •» 

o 

a  f5 

0.    = 

>  ^ 

—     O) 

a   a> 

>    — 

■>-    X} 

9     C 

Q    <f 

■O    n 

09     o 

o   > 

O    n 

Y    o* 

Q.  i 

<B    ? 

i   ^ 

(O 

W     w 

e 

i;     3 

o 

o    O 

eg 

1- 

«    <2 

-  i 

(0    E 

2   < 

—    n 

O    a. 

u>    a 

9   S 

2  ^ 

(Q     n 

O     c 

LL      O 

c    o 

•5  2 

Z 

O    CO    CO    ^*    CO 
CM    CO    •-    OJ    W 

♦     ♦      I      ♦     ♦ 


O    «    CM   O   CO 

7      *?  T  T 


•ar 

c 
g 

a 

c 
!o 
E 
o 
u 

o 

=  ? 

"  o 

«   2  = 

Q.  o  ^  CO    a 

«  S    o  i    o 

O  li.  O  w  (= 


CM    O 


K  in  o» 

O   CO    lO   CO 


«0    V    W   CO   ^ 

CO  CO  a>  lo  lo 

■♦•    ♦   ♦   -f    ♦ 


o 

1^ 

in 

at 
to 

s 

N. 
00 

CO 

CM 

(O 

in 

CO 
CM 

s 

CM 

^~ 

m 

in 

V 

t>» 

O 

V 

t 

K 

U> 

CO 

CM 

(O 

K 

^ 

«o 

m 

CM 

m 

CM 

h* 

^ 

in 

«o 

o> 

in 

in 

o 

CM 

CO 

CM 

o 
O 

CO 

Z) 


■sr 

c 
o 

a 

c 

E 
o 
o 

9 

o 

=  ? 

"   o 

<"  "  I 

S.  o  5   &  a 

«  5  o   J   o 
O  u.  o  w  I- 


G 

c 

9 

w. 
3 

o 

9 

C 


•A   Q   M   CM    K 


»-  h-  »-  «  CO 

I   »-  ^  •-   ♦ 


^  >«•  m  r^  <» 

O  00    CM  r^    GO 

o  »-_  o  o>  T^ 

r>»'  o)  CM  00  (v." 

•-  CM  eg  o  k 

CO  r-  .-in 


•ar 


(8 

C 

!o 
E 
o 
u 

O 


«  2   o   J    o 
O  U.  O  W  h- 


01 

o 

c 
a> 

3 

o 


o 

o 

•o 

c 

CS 

M 

a. 

ca 

o 

c 

o 

CO 

c 

o 

^ 

Q. 

o 

O 

c 

T3 

o 

C 

s 

cd 

<0 

a. 

c 

5 

o 

* 

CO 

CO 

T3 

ca. 

o 

2 

CO 

<9 

a. 

a> 

c 

"O 

!? 

3 

f, 

U 

c 

c 

a 

o 

^^ 

CO 

^ 

810 

Appendix  III 
Glossary  of  Terms. 

Arbitrage:  trading  strategies  designed  to  profit  from  price 
differences  for  the  same  or  similar  goods  in  different  markets. 
Historically  the  term  implied  little  or  no  risk  in  the  trade,  but 
more  recently  it  has  come  to  suggest  some  risk  of  loss  or 
uncertainty  about  total  profits. 

Caps:  an  option-like  contract  for  which  the  buyer  pays  a  fee,  or 
premium,  to  obtain  protection  against  a  rise  in  a  particular 
interest  rate  above  a  certain  level.   For  example,  an  interest 
rate  cap  may  cover  a  specified  principal  amount  of  a  loan  over  a 
designated  time  period  such  as  a  calendar  quarter.   If  the 
covered  interest  rate  rises  above  the  rate  ceiling,  the  seller  of 
the  rate  cap  pays  the  purchaser  an  amount  of  money  equal  to  the 
average  rate  differential  times  the  principal  amount  times  one- 
quarter. 

Clearing  aystaa  (or  clearing  bouse  arrangement) :  a  mechanism  for 
calculation  of  mutual  positions  within  a  group  of  participants 
with  a  view  to  facilitating  the  settlement  of  their  mutual 
obligations  on  a  net  basis. 
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Collar:  the  simultaneous  purchase  of  a  cap  and  the  sale  of  a 
floor  with  the  aim  of  maintaining  interest  rates  within  a  defined 
range.   The  premium  income  from  the  sale  of  the  floor  reduces  or 
offsets  the  cost  of  buying  the  cap. 

Comaodity  options:  a  contract  providing  the  purchaser  the  right, 
but  not  the  obligation,  to  buy  or  sell  a  given  quantity  of  a 
commodity  at  a  strike  price,  on  or  before  a  given  date. 

Commodity  avaps:  a  transaction  that  allows  an.  investor  to 
exchange  payment  streams  which  are  based  on  commodity  prices. 
Commodity  swaps  involve  swaps  of  payment  streams  only  and  are 
usually  settled  in  cash.   However,  physical  delivery  may  also 
occur.   Commodity  swaps  enable  producers  and  consumers  to  hedge 
commodity  price  risk.   Usually,  the  consumer  pays  fixed,  the 
producer  floating. 

Credit  aquivalent  valuat  amount  representing  the  credit  risk 
exposure  in  off-balance  sheet  transactions.   In  the  case  of 
derivatives,  credit  equivalent  value  represents  the  potential 
cost  at  current  market  prices  of  replacing  the  contract's  cash 
flows  in  the  case  of  default  by  the  counterparty. 

Credit  risk:  the  risk  that  a  counterparty  to  a  transaction  will 
fail  to  perform  according  to  the  terms  and  conditions  of  the 
contract,  thus  causing  the  holder  of  the  claim  to  suffer  a  loss. 
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Cross-eurrancy  interest  rate  swaps:  a  transaction  involving  the 
exchange  of  streams  of  interest  rate  payments  (but  not 
necessarily  principal  payments)  in  different  currencies  and  often 
on  different  interest  bases  (e.g.,    fixed  Deutsche  Mark  against 
floating  dollar,  but  also  fixed  Deutsche  Mark  against  fixed 
dollar) . 

Cross-currency  settlement  risk  (or  Herstatt  risk) :  risk  relating 
to  the  settlement  of  foreign  exchange  contracts  that  arises  when 
one  of  the  counterparties  to  a  contract  pays  put  one  currency 
prior  to  receiving  payment  of  the  other.   Herstatt  risk  arises 
because  the  hours  of  operation  of  domestic  interbank  fund 
transfer  systems  often  do  not  overlap  due  to  time  zone 
differences.   Ih  the  interval  between  final  settlement  of  each 
leg,  counterparties  are  exposed  to  credit  risk  and  market  risk. 

Currency  swaps:  a  transaction  involving  the  exchange  of  cash 
flows  and  principal  in  one  currency  for  those  in  another  with  an 
agreement  to  reverse  the  principal  swap  at  a  future  date. 

Current  exposure  aettaod:  term  used  in  the  Basle  capital  accord  to 
denote  a  method  of  assessing  credit  risk  in  off-balance  sheet 
transactions,  consisting  of  adding  the  marked-to-market 
replacement  cost  of  all  contracts  with  positive  value  and  an 
add-on  amount  for  potential  credit  exposure  arising  from  future 
price  or  volatility  changes. 
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Discount  swaps :  also  called  off-market  swaps,  in  which  the  fixed 
payments  are  below  market  rates.   At  the  end  of  the  swap,  the 
shortfall  is  made  up  by  one  large  payment.   The  credit  risk  taken 
on  by  the  fixed  rate  recipient  (usually  the  bank)  increases  with 
the  discount  applied  to  interest  rates. 

End-user  (svap  markst) ;  in  contrast  to  a  swap-trading 
institution,  a  counterparty  which  engages  in  a  swap  to  change  its 
interest  rate  or  currency  exposure.   End-users  may  be  non- 
financial  corporations,  financial  institutions  or  governments. 

Equity  options:  encompass  a  class  of  options  giving  the  purchaser 
the  right,  but  not  the  obligation,  to  buy  or  sell  an  individual 
share,  a  basket  of  shares,  or  an  equity  index  at  a  predetermined 
price,  on  or  before  a  fixed  date. 

Equity  swaps:  a  transaction  that  allows  an  investor  to  exchange 
the  rate  of  return  (or  a  component  there  of)  on  an  equity 
investment  (an  individual  share,  a  basket  or  index)  for  the  rate 
of  return  on  another  non-equity  or  equity  investment. 

Bxsrois*  prios  (also  strik*  pries) :  the  fixed  price  at  which  an 
option  holder  has  the  right  to  buy,  in  the  case  of  a  call  option, 
or  to  sell,  in  the  case  of  a  put  option,  the  financial  instrument 
covered  by  the  option. 


814 


5  Appendix  III 

71oor:  a  contract  whereby  the  seller  agrees  to  pay  to  the 
purchaser,  in  return  for  the  payment  of  a  prenium,  the  difference 
between  current  interest  rates  and  an  agreed  (strike)  rate  times 
the  notional  amount  should  interest  rates  fall  below  the  agreed 
rate.   A  floor  contract  is  effectively  a  string  of  interest  rate 
guarantees . 

Forvard  rat*  agraaaent  (FRA) ;  a  contract  in  which  two 
counterparties  agree  on  the  interest  rate  to  be  paid  on  a 
notional  deposit  of  specified  maturity  at  a  specific  future  time. 
Normally,  no  principal  exchanges  are  involved,  and  the  difference 
between  the  contracted  rate  and  the  prevailing  rate  is  settled  in 
cash. 

Futuras  eoBtradtt  an  exchange-traded  contract  generally  calling 
for  delivery  of  a  specified  amount  of  a  particular  grade  of 
commodity  or  financial  instrument  at  a  fixed  'late  in  the  future. 
Contracts  are  highly  standardized  and  traders  need  only  agree  on 
the  price  and  number  of  contracts  traded.   Traders'  positions  are 
maintained  at  the  exchange's  clearinghouse,  which  becomes  a 
counterparty  to  each  trader  once  the  trade  has  been  cleared  at 
the  end  of  each  day's  trading  session.   Members'  positions  are 
marked  to  market  daily  at  the  clearinghouse  and  members  must  post 
margin.   Most  trades  are  unwound  before  delivery.   The 
interposition  of  the  clearinghouse  facilitates  the  unwinding 
since  a  trader  need  not  find  his  original  counterparty  but  may 
arrange  an  offsetting  position  with  any  trader  on  the  exchange. 
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Badge  funds:  speculative  funds  managing  investments  for  private 
investors  (in  the  OS,  such  funds  are  unregulated  if  the  number  of 
investors  does  not  exceed  one  hundred) . 

Intraday  cradit  (or  daylight  credit) :  credit  extended  for  a 
period  less  than  one  business  day;  in  a  credit  transfer  system 
with  end-of-day  final  settlement,  daylight  credit  is  tacitly 
extended  by  the  receiving  institution  if  it  accepts  and  acts  on  a 
payment  order  even  though  it  will  not  receive. final  funds  until 
the  end  of  the  business  day. 

Zatarest  rata  swap:  a  transaction  in  which  two  counterparties 
exchange  interest  payment  streams  of  differing  character  based  on 
an  underlying  notional  principal  amount.   The  three  main  types 
are  coupon  swaps  (fixed  rate  to  floating  rate  in  the  same 
currency) ,  basis  swaps  (one  floating  rate  index  to  another 
floating  rate  index  in  the  sane  currency) ,  and  cross-currency 
interest  rate  swaps  (fixed  rate  in  one  currency  to  floating  rate 
in  another) . 

ZaterBadiary  (avap  aarkat) :  a  counterparty  who  enters  into  a  swap 
in  order  to  earn  fees  or  trading  profits.   Most  intermediaries, 
or  swap  dealers,  are  major  U.S.  money-center  banks,  major  U.S. 
and  U.K.  investment  and  merchant  banks,  and  major  Japanese 
securities  companies. 
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I80A>  International  Swap  Dealers  Association. 

Margin:  funds  or  collateral  posted  as  a  good-faith  performance 
guarantee.   Futures  and  options  exchanges  often  require  traders 
to  post  initial  margin  when  they  enter  into  new  contracts. 
Margin  accounts  are  debited  or  credited  to  reflect  changes  in  the 
current  market  prices  on  the  positions  held.   Members  must 
replenish  the  margin  account  if  margin  falls  below  a  minimum.   In 
similar  fashion,  customers  must  post  margin  on  positions  held  for 
them  at  the  exchange  clearinghouse  by  member  firms. 

Mark«t  liquidity:  measured  by  participants  as  the  extent  to  which 
their  own  actions  (transactions)  change  the  market  price  of  an 
asset.   A  market  is  said  to  be  liquid  if  the  immediate  reversal 
of  a  transaction  does  not  involve  losses  (other  than  fixed 
transaction  costs) . 

Markat  Liquidity  Risk:  the  uncertainty  associated  with  the  market 
liquidity  of  a  financial  asset.  Often  considered  as  the  risk 
that  a  (negotieUsle  or  assigneUDle)  financial  instrument  cannot  be 
sold  quickly  and  at  a  price  close  to  its  fundamental  value. 

Markat  risk:  the  risk  of  a  change  in  the  price  of  an  asset. 

Marking- to-aark«t:  the  process  of  recalculating  the  exposure  in  a 
trading  position  or  a  portfolio  (of  securities,  equities  or 
derivatives)  on  the  basis  of  current  market  prices. 
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Kastar  Agr««a«iit:   An  agreenent  that  incorporates  the  entire 
range  of  derivative  (usually  swap)  transactions  between  two 
counterparties  into  one  legal  agreement. 

Matting  (or  netting  scheBe) :  an  agreed  offsetting  of  positions  or 
obligations  by  trading  partners  or  participants  in  a  system.   The 
netting  reduces  a  larger  number  of  individual  positions  or 
obligations  to  a  smaller  number  of  positions.   Netting  may  take 
several  forms  which  have  varying  degrees  of  legal  enforceability 
in  the  event  of  default  of  one  of  the  parties^ 

■otional  value  (or  notional  principal):  the  face  or  principal 
value  upon  which  the  performance  of  a  derivative  contract  is 
based.   In  general,  notional  values  are  not  paid  or  received. 

Off-balance  sheet  activities:  ban)cs*  business  that  does  not 
generally  involve  boo)cing  assets  or  liabilities.   Examples 
include  trading  in  swaps,  options,  futures,  and  foreign  exch2mge 
forwards,  and  the  granting  of  stand-by  commitments  and  letters  of 
credit. 

Option:  the  contractual  right,  but  not  the  obligation,  to  buy  or 
sell  a  specified  amount  of  a  given  financial  instrument  at  a 
fixed  price  before  or  at  a  designated  future  date.  A  call  option 
confers  on  the  holder  the  right  to  buy  the  financial  instrument. 
A  put  option  involves  the  right  to  sell  the  financial  instr\iment. 
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original  axposur*  Bathod:  a  term  used  in  the  Basle  capital  accord 
to  denote  a  method  for  assessing  the  credit  risk  in  a  derivatives 
portfolio,  consisting  of  applying  a  standard  set  of  conversion 
factors  to  the  notional  principal  amounts  of  each  instrument 
according  to  the  nature  of  the  instrument  and  its  maturity. 

ore  aarkat  (ov«r-tba-countar  market) :  trading  in  financial 
instruments  transacted  off  organized  exchanges.   Generally  the 
parties  must  negotiate  all  details  of  the  transactions,  or  agree 
to  certain  simplifying  market  conventions.   In  most  cases,  OTC 
market  transactions  are  negotiated  over  the  telephone.   OTC 
trading  includes  transactions  among  market-makers  and  between 
market-makers  and  their  customers.   Firms  mutually  determine 
their  trading  partners  on  a  bilateral  basis. 

Pramiua:  the  price  paid  for  an  option  by  an  option  holder  to  an 
option  %n:iter. 

8«ttl«a«iit  risk:  between  two  counterparties,  the  risk  that  a 
counterparty  to  whoa  a  firm  has  made  a  delivery  of  assets  or 
money  defaults  before  the  amounts  due  or  assets  have  been 
received;  or  th«  risk  that  technical  difficulties  interrupt 
delivery  or  settlement  even  if  the  counterparties  are  able  to 
perform.   In  the  latter  case,  payment  is  likely  to  be  delayed  but 
recoverable.   Settlement  risk  exposes  no- fault  parties  to  credit, 
cash  liquidity  and  market  risk. 
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swap:  a  financial  transaction  in  which  two  counterparties  agree 
to  exchange  streams  of  paynents  over  time  according  to  a 
predetermined  rule.   A  swap  is  normally  used  to  transform  the 
market  exposure  associated  with  a  loan  or  bond  borrowing  from  one 
interest  rate  base  (fixed  term  or  floating  rate)  or  currency  of 
denomination  to  another. 

Svaptions;  an  option  to  enter  (or  cancel)  a  swap. 

Syatenic  risk:  the  risk  that  a  disruption  (at  a  firm,  in  a  market 
segment,  to  a  settlement  system  etc.)  causes  widespread 
difficulties  at  other  firms,  in  other  market  segments  or  in  the 
financial  system  as  a  whole. 

Dndarlying:  the  designated  financial  instruments  which  must  be 
delivered  in  completion  of  an  option  contract  or  a  futures 
contract.   For  example,  the  underlying  may  be  fixed-income 
securities,  foreign  exchange,  equities,  or  futures  contracts  (in 
the  case  of  an  option  on  a  futures  contract) . 

▼olatilityt  a  measure  of  the  variability  of  the  price  of  an 
i^sset,  usually  defined  as  the  annualized  standard  deviation  of 
the  natural  log  of  asset  prices. 
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